RURAL GODOWNS – WAY OUT FOR PRICE DISCOVERY & PROFIT MAXIMISATION – CASE STUDY

Ajay Goyal of Ismailabad of Ambala District, Haryana is a big farmer and also a trader. He is involved in aggregation of produce at village level and supply the paddy to big rice millers and Maize to the Roller Flour & Starch mills. 

Though he is in the business of aggregation of  produce for the past 40 years, he was constantly at the mercy of Government employees to get the godowns leased and therefore, could not expand his business beyond few crores of rupees. Though the potential is immense for expanding the business due to good export markets opened up for Basmati and millers to whom he is supplying paddy had expanded their capacities, Ajay Goyal could not encash the opportunity for the above reason.

However, the situation had changed for better all at once after the announcement of Grameen Bhandaran Yojana by GOI. In 2003, Ajay Goyal had approached local NABARD office and took all the details along with the prescribed designs and had approached Sutlej Bank, a PSU bank for the loan to construct two godowns of 10,000 MT each.

Sutlej Bank had taken all the necessary precautions and the scheme was sanctioned at an outlay of Rs 1.50 crores to each of the godown. Borrower’s contribution was estimated at 25% of the total project cost and Ajay Goyal could fulfill all the necessary formalities. Work had started on both the godowns and the loan application was sent to NABARD for subsidy purpose. While appraising the proposals, NABARD had indicated that revenue plan given by Ajay Goyal was not convincing and in the better interest of the project, he may go for 7 years lease agreement either with CWC or HAFED so that the returns out of the investment are secure. Ajay Goyal being a shrewd business man and being in the commodity business for quite some time had refused to budge and stuck to the point that leasing godown space to individual farmers or  keeping his own produce would give better returns. On getting satisfactory revenue plan, the first installment of the subsidy had been released and Ajay Goyal had finished the construction in time and on verification by NABARD, DMI and Banker, the final subsidy was also released.

Ajay Goyal on getting 20,000 MT of godown space had planned for bigger business and started contacting all his farmers who were supplying Basmati Paddy as well as Maize for giving their produce to him. He had also earmarked 5,000 MT space for farmers, if they are interested to keep the produce for sometime so as to maximize their profits after initial procurement ceases. Farmers were happy with both the deals and had shown enthusiasm to keep a part of their produce for selling at a later date and supply the remainder to Ajay Goyal.

During November 2005 when Basmati Paddy arrivals started, Farmers started supplying them to Ajay Goyal and few of them had stacked in the space leased out to them by Ajay Goyal. However, things went haywire when farmers wanted money for the produce supplied immediately since they have to spend on sowing the next crop i.e., Wheat. Even those farmers who had stored their produce started feeling the scarcity of money to go for next season operations.

As Ajay Goyal was dealing with the Sutlej Bank and was getting limits to the produce he was aggregating and storing in CWC / HAFED godowns against the receipts given by them, he thought that the bank would automatically increase his limit against Basmati  stored in his godown.

Ajay Goyal was in for a shock when his bank i.e., Sutlej Bank had not obliged and refused to give pledge loan against the commodity stored in his private godown. The reasons given by the bank were valid from the bank’s point of view, but the situation of Ajay Goyal started becoming precarious day by day and he started exploring various options and had contacted a NEXTGEN Pvt. Sector Bank for help. He was pleasantly surprised to get a positive response to look into his case. NextGen Bank had asked for  the following details:

1. Nature of the business of Ajay Goyal

2. Modus operandi with regard to procurement and disposal of commodities

3. Type of commodities he was dealing with

4. Market fluctuations during the last 5 years in commodities he was dealing with 

5. Was he able to dispose of the  commodities stored without fail in the past

6. Was there any incidence of loss he faced during the past

7. What was the limit he was enjoying with the Sutlej Bank

8. What was the margin the Sutlej bank was insisting upon

9. Lay out and location of the godown

10. Was the godown constructed scientifically as per specifications

11. What about the provisions to tackle fire, rat and theft

12. Details of the commodities along with quantities he want to store now in his own private godown

13. Area allocated to farmers to keep their produce on rental basis

14. Amount required and interest rate at which he would like to strike a deal

Ajay Goyal was surprised at the details asked by the NextGen Bank but had furnished all of them. Do you know the result?

Ajay Goyal was sanctioned a Pledge loan limit of Rs 10.5 crores at an interest rate of 11%. The produce value was considered @ Rs 10,000/- ton. Further, the farmers who had stored 5,000 MT were also given Pledge loan @ 11% with varied quantums depending on the produce value estimated by Ajay Goyal while giving warehouse receipt to the individual farmer. 

ADDITIONAL INFORMATION

· NextGen Bank takes interest in all the areas wherever business is there

· Financing against commodities started with the popularization of NCDEX

· Systems were put in place to assess the quality and value of the produce

· NCMSL’s accredited Collateral Manager’s assistance is taken for doing the business

· Spends 0.5% on safeguarding the produce 

· In the last 2 years commodity financing reached Rs 2000 crores

· Private godowns are their priority

· Negotiability of the Warehouse receipt especially from Private godowns is still an issue to tackle with

TASK (for the group)

1. If your bank is in NextGen Bank’s place, will you take the positive decision?

2. If yes, factors you consider to arrive at the decision

3. If not, why?

4. Is this a big business proposition for the bank in the present circumstances of few investment avenues, increased transaction costs, reduced margins and pressure to perform and show profit?

5. How did NextGen Bank arrive at such decision which Sutlej Bank was not able to take in case of their loyal customer?

6. How did NextGen Bank which is dealing with big customers could simultaneously extend the produce pledge loan to small farmers who kept their produce in rented godown?

7. How much was the client’s margin insisted upon by NextGen Bank? If you are in its place how much margin would have been taken?
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KEY TO THE CASE STUDY

NextGen Bank which is relatively new entrant into the Indian Banking Industry is unconventional in its outlook and had created an effective electronic back bone to get the real time information. When Ajay Goyal approached them they were tying with the idea of entering the Commodities financing in Punjab & Haryana. The bank had however, started dealing with the commodities in other states viz., Gujarat, Maharashtra, AP and Karnataka. Further, the NextGen Bank analyzes the real time information provided by NCDEX & MCDEX and keeps track of prices, volatility in prices and movement of the volumes. They have also started using the services of Collateral Manager, may be a firm or individual accredited by NCMSL, a subsidiary of NCDEX to inspect the godown for its suitability, assess the valuation of stock stored, keeps custody of commodities under its lock and key and would also help in transshipments. NextGen Bank pays them Rs 45,000 per month which generally works out to 0.5% interest rate. Bank generally includes this cost in the interest to be charged. Collateral Manager can keep a track of godowns in a radius of 10 Km. 

Once a customer like Ajay Goyal approaches the NextGen Bank, the bank collects the necessary information and would contact the Collateral Manager to verify all aspects and give a report. Collateral Manager files his report to both NextGen Bank’s HO as well as Local branch within 24 hours in electronic form.   On getting satisfactory report, the NextGen Bank which is already scanning the real time data on commodity movement, their prices etc., would appraise the proposal like a project and sanction limits based on the following:

1. Nature of commodity

2. Variety 

3. Market demand for the particular variety of the crop

4. Market trends in price movement for the past 5 years

5. Current Market  price to arrive at valuation

6. Price Fluctuation range – the more the fluctuation, the more riskier the commodity which in turn lead to insisting on higher margins. Incidentally Guar gum attracts maximum margin due to wild fluctuations of  price

7. Margin range is 20-40% of the value of the commodity

8. Though the storage period is 3-6 months depending on the crop, bank can not go by Working Capital Cycle approach in deciding the limit. The commodity stored in the godown need to be financed 100% less of margin

9. Value of the produce stored in the godown was Rs 15.00 crores ( 15000 tons X Rs 10000/- per ton)

10. Margin insisted upon by bank on Basmati was 30%

11. Remaining Rs 10.5 crores were given as limit

Time taken by the bank after filing of the report by the Collateral Manager was 3 days. Appraisal of the project was done at 3 levels – one at the Commodity Relationship Manager, next checked at Advances group level and finally at HO.

All the appraisals were forwarded electronically to save time and the decision taken in 3 days had been made operationalized in just 4 hours (since Ajay Goyal opened a/c with NextGen Bank). Had there been no account, this would have taken another 1 day to send the DD etc.

Small farmers storing the produce in the Ajay Goyal’s godown were also extended the facility since the Collateral Manager placed with the godown had verified other’s products also. The main customer’s standing is so high; the NextGen Bank had considered the Private Warehouse Receipts given by him as a NEGOTIABLE INSTRUMENT.

NextGen Bank was however, very clear that this loan against Commodities stored in the Private godowns can not be extended by all banks due to the following reasons:

1. Private godowns are not accredited like PSU godowns and therefore, their receipts can not be honored

2. Quality of godown has to be certified by somebody and in case of small godowns, there are no such agencies who can undertake this job at a nominal price

3. Collateral Managers accredited by NCMSL are specialized diploma holders and can vouch for the certificate given

4. If the bank extending the Commodity loan is not in tune with the latest happenings in the market, there is a risk of over valuation of the product stored  resulting in over financing 

5. In case of default, the commodity stored has to be disposed off in the market without incurring any loss as all these loans are without collaterals as well as any guarantees

6. Banks who got limited exposure to such loans in isolated locations may feel it very costly to engage a Collateral Manager and may also find it difficult to dispose off the produce in case of default.

7. In view of the above, banks may tread a cautious path in doing this business.

8. However, the experience of NextGen Bank is very good as they have 100% performing loans yielding sizeable margins.

9. Inducting appropriate technology had come in handy for the NextGen Bank to tap the potential of this relatively new but lucrative market

10. Boom is expected in this business segment when Private Warehouse godowns are made NEGOTIABLE as is being contemplated by RBI.

11. All banks can take part in this business at that moment as no risk is involved. 
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