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value of share, the estimate itself will not remain constant. No sooner that fresh news

of a company's performance trickles in, professional investors accordingly revise their

estimates of the share's true worth and bid accordingly. This explains why technical analysts

who study price movements on the basis of historical data may always miss the bus.

By the time they notice a strong price movement and respond, market might have already

factored in the latest news. The effort is akin to trying to chase one's own shadow.

On the other hand, if you could discover news through fundamental analysis, interpret

it and quickly respond to it, you can earn average returns. But the stock market game

is so curious, many times fundamental analysis will not earn you a return more than what

could be achieved with a naïve buy and hold strategy.

Earning returns beyond the above average levels is possible only if you carry out the

most expert fundamental analysis and discover new information that is not readily available

in the market and hence not factored in the prices as yet.

Now to the big question, is it worthwhile for you to learn about stock market research

devoting all your time, energy and resources which you could otherwise gainfully employ

in your career or profession and earn a handsome salary or income?

The truth in a nutshell is, unless you have the professional expertise and resources to

undertake painstaking research, it's not worth your time to directly invest in stocks.

You may as well choose a good equity mutual fund, which can easily earn the same

above average returns without much of a bother.

4.7 Sources of Information

Fortunately, you need not worry about calculating all these ratios for all the companies.

The BSE and NSE publish an Official Directory, which has a very comprehensive and loose-

leaf weekly update service. Several leading magazines like Capital Market, Dalal Street

Journal, Fortune India, Express Investment Week, Business India, Business World, Business

Today, Chartered Financial Analyst, Outlook Money, etc., publish the fundamental data

of a large number of companies periodically. If you can find time to analyze the financial

data readily available from these sources it should be quite sufficient. Ready-to-use

software packages are also available.

4.7.1 Understanding Annual Reports, Director's Reports etc.

The primary and most important source of information about a company is its Annual

Report. By law, this is prepared every year and distributed to the shareholders.

Annual Reports are usually very well presented. A tremendous amount of data is given

about the performance of a company over a period of time. Multicolored bar and

pie charts are presented to illustrate and explain the growth of the company and the

manner in which the revenues earned have been utilized. There are pictures of the factories;

of newly acquired machines; of the Chairman cutting a ribbon and of the Board of Directors

looking responsible.
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The average shareholder looks no further. If an Annual Report is impressive, if the company

has made a profit and if a reasonable dividend has been paid, he is typically content

in the belief that the company is in good hands.

This must not be the criteria by which to judge a company. The intelligent investor must

read the annual report in depth; he must read between and beyond the lines; he must

peep behind the figures and find the truth and only then should he decide whether

the company is doing well or not.

The Annual Report is broken down into the following specific parts:

l The Director's Report,

l The Auditor's Report,

l The Financial Statements, and

l The Schedules and Notes to the Accounts

Each of these parts has a purpose and a tale to tell. The tale should be heard.

A good analyst looks at the overall quality of the Annual Report before attempting a

detailed analysis. Some pointers in this direction:

l Are there any serious qualifications in the report of auditors?

l Are there any important notes in the fine print at the end of the balance sheet?

l Are there any changes in accounting policies during the year?

l Are there any important observations in the report of directors?

l Do you notice any window-dressing of the balance sheet by manipulating inventories,

depreciation, loans and advances, etc.?

Key Terms Introduced in the Chapter
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•Trend Ratios

•Ratio Analysis

•Trend Percentage

•Operating Ratios

•Combined Ratios

•Sinking Funds

•Turnover Ratios

•Activity Ratios

•Financial Ratios

•Solvency Ratios

•Primary Ratios

•Secondary Ratios

•Supporting Ratios

•Net Margin

•Liquidity Ratio

•Gross Margin

•Sundry Debtors

•Cost of Good Sold

•Capital Employed

•Return on Asset

•Debtor’s Velocity

•Economic Analysis

• Industry Analysis

•Company Analysis

•Pioneering Stage

•Expansion Stage

•Stagnation Stage

•Declining Stage

•SWOT Analysis

•Cost Advantages

• Collusive Oligopoly

•Assets

• Liabilities

• Investments

•Provisions

•Gross Block

•Depreciation

•Net Block

• Inventories

•Schedules

•Footnotes

•Debit

•Credit

•Sales

•Cash Sales

•Credit Sales

•Returns

•Net Sales

•Reserves

•Gross Profit

•Fixed Assets

•Share Capital

•Current Assets

•Secured Loans

• Liquid Ratio

•Quick Ratio

•Payout Ratio

• Top Down

•Bottoms Up

•Cost Ratios

• Income Tax

• Interest Cover

• Balance Sheet

• Operating Margin

• Income Statement

• Work-in-Progress

• External Analysis

• Internal Analysis

• Position Statement

• Vertical Analysis

• Acid Test Ratio

• Debt-Equity Ratio

• Proprietary Ratio

• Fixed Assets Ratio

• Unsecured Loans

• Current Liabilities

• Sources of Funds

• Gross Profit Ratio

• Net Profit Ratio

• Retained Earnings

• Horizontal Analysis

• Profitability Ratios

• Explanatory Ratios

• Debt-Service Ratio

• Price Earning Ratio

• Economic Indicators

• Lagging Indicators

• Leading Indicators

• Profit Leadership

• Cost Leadership

• Leadership Analysis

• Competitive Forces

  • Absolute Monopoly

• Financial Statement

• Operating Expenses

• Cash Flow Statement

• Selling Expenses

• Interest on Debentures

• Balance Sheet Ratios

• Profit and Loss Ratios

• Market Test Ratios

• Reserves and Surplus

• Loans and Advances

• Proposed Dividend

• Operating Profit Ratio

• Application of Funds

• Return on Investment

• Return on Networth

• Capital Turnover Ratio

• Goods and Services

• Net Profit on Sales

• Net Operating Profit

• Net Profit after Tax

• Stock Turnover Ratio

• Working Capital Ratio

• Fixed Charges Cover

• Annual Reports

• Director ’s Reports

• Auditor ’s Reports

• Mixed Economy

• Economies of Scale

• Free Economy

• Technical Analysis

• Perfect Competition
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• Book Value per Share

• Window Dressing

• Product Differentiation

• Net Profit After Tax

• Provision for Taxation

• Input-Output Analysis

• Earnings per Shares

• Capital Gearing Ratio

• Imperfect Competition

• Fundamental Analysis

• Profit and Loss Account

• Cash and Bank Balance

• Non-Operating Incomes

• Debt Collection Period

• Coincidental Indicators

• A-three Phase Analysis

• Debtors Turnover Ratio

• Life Cycle of an Industry

• Sales to Capital Employed

• Inter-firm Comparisons

• Total Assets Turnover Ratio

• Monopolistic Competition

• Competitive Conditions

• Dominant Firm Oligopoly

• Inventory Turnover Ratio

• Investment Leadership

• Miscellaneous Expenditure

• Return on Capital Employed

• Accounting Practices Board

• General and Administrative

Expenses

• Net Profit before Interest and

Tax

• Profit and Loss Appropriation

Account

• Working Capital Turnover Ratio

• Return on Shareholder’s Funds

• Comparative Statements

• Common-size Statements

• Sustainable Competitive

Advantages

• Fixed Assets Turnover Ratio

• External-Internal Equity Ratio

• Market Structure of an Industry

• Non-Operating Expenses

Summary with Reference to Learning Objectives

" Financial and operating information is available from many sources, including daily

newspapers. Various regulations in India require the issuance of annual reports

and govern their content. In addition, publicly traded companies must disclose

particular information on a quarterly basis. Financial information is provided to

aid investors in assessing the risk and return of a potential investment. Creditors

are particularly concerned about the solvency and liquidity of the issuer, while

equity investors are more interested in profitability.

" Trend analysis is a form of financial statement analysis that concentrates on changes

in the financial statements through time. It involves comparing relationships for

a period of years or quarters. We can construct common-size financial statements

by expressing the elements of the balance sheet as a percentage of total assets

and the elements of the income statement as a percentage of total revenue. They

enhance the ability to compare one company with another or to conduct a trend

analysis over time.

" The basic financial ratios allow us to put numbers in perspective. By relating one

part of the financial statements to another, they facilitate questions such as "Given

the change in revenues, was the change in accounts receivable reasonable?" and

"Is the company's inventory level, given its size, comparable to industry norms?"

Liquidity ratios deal with the immediate ability to make payments. Solvency ratios
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deal with the longer-term ability to meet obligations. Creditors often incorporate

such ratio into debt covenants to protect lenders' rights. Investors use profitability

ratios to assess operating efficiency and performance. Return on equity (ROE)

is the most fundamental profitability ratio for equity investors because it relates

income to the shareholder's investment. An earnings per share (EPS) is a fundamental

measure of performance.

" If you are studying earnings of companies, their management, the economic outlook,

the individual company's competition, market conditions and several other factors

- what you are making is a fundamental analysis. As against a fundamental analyst,

a technical analyst does not study the fundamental facts affecting a stock's value

but follows a series of statistical charts on the past price behavior to arrive at

a buy-sell recommendation. A top down approach means that if you want to invest

in a particular share, it is better to first find about the economy, the industry in

which the company is operating and then move on to analyze the company's performance.

The bottoms up approach on the other hand, is not concerned with the economy

and industry. It is assumed that the impact of these variables is reflected in the

fundamentals of the company which if studied carefully, will reveal to you whether

the scrip is a good buy or not.
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Questions for Practice

Short Answers

1. What is an Annual Report?

2. Which features of an Annual Report should one read carefully?

3. What do these sources of funds represents?

4. What is the difference between Equity shareholders and preferential shareholders?

5. What is the difference between secured and unsecured loans under Loan Funds?

6. What is meant by application of funds?

7. What are Current Liabilities and Provisions and Net Current Assets in the balance

sheet?

8. What do the sub-headings under the Fixed Assets like 'Gross Block', 'Depreciation',

'Net Block' and 'Capital-Work in Progress' mean?

9. What is top-down or bottoms-up approach?

10. What is the relevance of sustained competitive advantage to an investor?

Long Answers

1. Which are the factors that influence the price of a stock?

2. What is meant by the terms Growth Stock/Value Stock?

3. How to go about systematically analyzing a company?

4. What is a Balance Sheet and Profit and Loss Account Statement? What is the difference

between Balance Sheet and Profit and Loss Account Statements of a company?

5. How is balance sheet summarized?

6. What does a Profit and Loss Account statement consists of?

7. What should one look for in a Profit and Loss account?

8. Explain the significance of ratio analysis in financial market management.

9. Explain briefly the different ratios that are commonly used and show how they

are useful in financial analysis.

10. Explain different ratios coming under: (a) Profit ratios; (b) Overall measures ratio.

11. Explain the uses of ratio analysis. What are limitations of ratio analysis?

12. Write short notes on: (a) Liquidity test ratio; (b) Acid test ratio; (c) Profitability

test ratios; (d) Turnover ratios.

13. What is the difference between internal and external balance sheet analysis?

14. What do you know about: (a) Solvency ratios? (b) Equity ratios? (c) Operating

ratios? (d) Cover? (e) Current ratio?

15. What is the formula for cover?
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16. In what ways can "profit" and "capital employed" be interpreted?

17. What are the following and how are they recognized? (a) Over trading; (b) Under

trading.

18. On what two different bases can shares be valued, and which basis should be

selected for a given share valuation?

19. Are non-financial items an important consideration in balance sheet analysis?

20. Explain the concept of interpretation and criticism of financial statements?

21. What are the objectives of financial statements?

22. Explain the various ways of presentation of financial statements.

23. How will you interpret and analyze financial statement presented to you?

24. What is the common size balance sheet and income statement? Explain the technique

of preparing common size balance sheet.

25. What are the trend ratios? Explain the technique of computing trend ratios.

26. How to pick good stocks? Who can make huge money by tracking stocks?

27. Explain the types of leaderships for sustainable competitive advantages?

28. Explain the 'S-Curve' approach to company analysis?

29. Explain the framework for general (non-financial) analysis of companies?

30. Explain the competitive conditions and the five-force model for Industry analysis?

Problems to Solve

1. On the basis of the following figures derived from the accounts of a company,

prepare a report on the level of efficiency of financial and operational management

of the company:

Year Capital Turnover Net Profit on ROI (%) Current

Ratio Sales (%) Ratio

1 1.0 8 8 6.0

2 2.0 10 20 4.0

3 3.0 11.5 34.5 2.0

4 5.0 13 65 0.5

2. The profit and loss and balance sheet of Happy Ltd. is given below:
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P&L Account for the year ended 31st March, 2007

Rs. Rs.

To Opening stock 90,000 By Sales 900,000

To Purchases 560,000 By Closing stock 90,000

To Wages 214,000

To Gross profit 126,000

990,000 990,000

To Salaries 16,000 By Gross profit 126,000

To Electricity 10,000

To Mis. expenses 10,000

To Depreciation 30,000

To Net profit 60,000

126,000 126,000

Balance Sheet as on 31/3/2007

Rs. Rs.

Share capital: Fixed assets 540,000

Equity shares 180,000 Less: Depreciation 150,000 390,000

Reserves and surplus 120,000

Secured loans 210,000 Current assets:

Stock 90,000

Current liabilities: Sundry debtors 105,000

Sundry creditors 90,000 Cash 15,000 210,000

600,000 600,000

Discuss under the following important functional groupings the usual ratios and comment

on the financial strength of the company:

(i) Liquidity and solvency test ratios;

(ii) Profitability test ratios; and

(iii) Overall measures ratios.

3. Prepare Balance Sheet and Profit and Loss Account from the following information:

Capital Rs.400,000

Working capital Rs.180,000

Bank overdraft Rs.30,000
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There is no fictitious asset. Current assets contain only stock, debtors and cash. The

following additional data is also available:

(i) Closing stock is 20% higher than opening stock.

(ii) Current ratio - 2.5

(iii) Quick ratio - 2.0

(iv) Proprietary ratio - 0.6 (Fixed assets: Proprietary fund)

(v) Gross profit ratio - 20% (of sales)

(vi) Stock velocity - 5

(vii) Debtor's velocity - 73 days

(viii) Net profit ratio - 10% (to average capital employed).

4. Prepare a proforma income statement for the month of April, May and June for

Eastern Ltd. from the following information:

a. Sales are projected at Rs.450,000, Rs.480,000 and Rs.430,000 for April, May and

June respectively.

b. Cost of goods sold is Rs.100,000 plus 30% of selling price per month.

c. Selling expenses are 4% of sales.

d. Rent Rs.15,000 per month.

e. Administrative expenses for April are expected to be Rs.120,000 but are expected

to rise 2% per month over the previous month's expenses.

f. The company has Rs.500,000 of 12% loan, interest payable monthly.

g. Corporate tax expected is 40%.

5. The Newman Company Ltd. is in the midst of a promotional campaign to boost

sales. In 2006-2007 an additional Rs.70,000 was spent on advertising. Presented

below are revenue and expense data for the company.

2006-2007 (Rs.) 2005-2006 (Rs.)

Sales 816,000 656,500

Sales returns and allowances 16,000 6,500

Cost of goods sold 400,000 312,000

Selling expenses 200,000 130,000

General expenses 120,000 78,000

Miscellaneous income 6,400 6,500

Income-tax 32,000 67,600

You are required to prepare a comparative statement for the year 2006-2007 and 2005-

2006 for the company. Also comment on the relationships revealed in the comparative

income statements.
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LEARNING OBJECTIVES

After studying this chapter, you will be able:

� To track the development of commodity markets in India.

� To understand the basic fundamentals of physical and futures commodity markets.

� To understand the main difference between the physical and futures markets.

� To understand how commodity futures market perform the price risk management

function of an economy.

� To understand the salient features of select agricultural and precious metal commodities.

Commodities have been in our lives ever since the civilization started. The very reason

for this lies in the fact that commodities represent the fundamental elements of utility

for human beings. The term commodity refers to any material, which can be bought

and sold. Commodities in a market’s context refer to any movable property other than

actionable claims, money and securities. Commodity can be understood as a basic good

used in commerce that is interchangeable with other commodities of the same type.

Commodities are most often used as inputs in the production of other goods or services.

The quality of a given commodity may differ slightly, but it is essentially uniform across

producers. A commodity can be a physical substance, such as food, grains, metals, oils,

etc. The term is sometimes used more generally to include any product, which trades

on a commodity exchange (an exchange for buying and selling commodities for future

delivery). The price of the commodity is subject to supply and demand factors. The

trading of the basic agricultural commodities in futures form began in order to avoid

risk. For example, a farmer risks the cost of producing a product ready for market

at sometime in the future because he doesn’t know what the selling price will be. This

resulted in trading mechanism called trading in futures. Commodity futures are contracts

to buy or sell a commodity at a specific price and on a specific delivery date in future.

In the early days people followed a mechanism for trading called Barter System, which

involved exchange of goods for goods. This was the first form of trade between individuals.

The absence of commonly accepted medium of exchange had initiated the need for

Barter System. People used to buy those commodities, which they lack and sell those

commodities, which were in excess with them. The commodities trade is believed to

have its genesis in Sumeria. The early commodity contracts were carried out using clay

tokens as medium of exchange. Animals are believed to be the first commodities, which

were traded, between individuals. The internationalization of commodities trade can

be better understood by observing the commodity market integration occurred after

the European Voyages of Discovery. The development of international commodities trade

is characterized by the increase in volumes of trade across the nations and the convergence

and price related to the identical commodities at different markets. The major thrust
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for the commodities trade was provided by the changes in demand patterns, scarcity

and the supply potential both within and across the nations.

5.1 Development of Commodities Markets

In the view of the development of commodities markets, integration plays a major role

in surmounting the barriers of trade. The development of trading mechanisms in the

commodities market segment largely helped the integration of commodities markets.

The major thrust for the integration of commodities trading was given by the European

discoveries and the march of the world trade towards globalization. The commodities

trade among different countries was originated much before the voyages of Columbus

and Vasco Da Gama. During the first half of the second millennium, India and China had

trading arrangements with Southeast Asia, Eastern Europe, the Islamic countries and

the Mediterranean nations. The advancements in shipping and other transport technologies

had facilitated the growth of the trade in this segment. The unification of the Eurasian

continent by the Mongols led to a wide transmission of people, ideas and goods. Later,

the Black Death of 1340s, the killer plague that reduced the population of Europe and

Middle East by one-third, has resulted in more per capita income for individuals and

thus increased the demand for Eastern luxuries like precious stones, spices, ceramics

and silks. This augmented the supply of precious metals to the East. This entire scenario

resulted in the increased reliance on Indian Ocean trade routes and stimulated the discovery

of sea route to Asia.

The latter half of the second millennium is characterized by the connectivity of the markets

related to the Old and the New worlds. In the year 1571, the city of Manila was found,

which linked the trade between America, Asia, Africa ad Europe. During the initial stages,

because of the high transportation costs, preference of trade was given to those commodities,

which had high value to weight ratio. In the aftermath of the discoveries huge volumes

of silver was pumped into world trade. With the discovery of the Cape route, the Venetian

and Egyptian dominance of spice exports was diluted. Subsequently, Asia has become

the prime trader of spices and silk and Americas became the prominent exporter of

silver.

With the establishment of commodity exchanges, a shift in the investment patterns of

individuals has occurred as investors started recognizing commodity investments as an

alternative investment avenue. The establishment of these exchanges has benefited both

the producers and traders in terms of reaping high profits and rationalizing transaction

costs. Commodity exchanges play a vital role in ensuring transparency in transactions

and disseminating prices. The commodity exchanges ensured the standard of trading

by maintaining settlement guarantee funds and implementing stringent capital adequacy

norms for brokers. In the light of these developments, various commodity based investment

products were created to facilitate trading and risk management. The commodity based

products offer a huge array of benefits that include offering risk-return trade-offs to

investors, providing information on market trends and assisting in framing asset allocation
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strategies. Commodity investments are always considered as defensive because during

the times of inflation, which adversely affects the performance of stocks and bonds,

commodities provide a defense to investors, maintaining the performance of their portfolios.

In the eighteenth and nineteenth century, commodity trade was largely influenced by

the shifts in macro economic patterns, the changes in government regulations, the advancement

in technology, and other social and political transformations around the world. The 19th

century has seen the establishment of various commodities exchanges, which paved

the way for effective transportation, financing and warehousing facilities in this arena.

In a new era of trading environment, commodities exchanges offer innumerable economic

benefits by facilitating efficient price discovery mechanisms and competent risk transfer

systems.

5.2 Agricultural Commodities

The National Commodity and Derivatives Exchange Ltd. (NCDEX) started trading in the

following agricultural commodities – Refined soy oil, mustard seed, expeller mustard

oil, RBD palmolein, crude palm oil, medium staple cotton and long staple cotton. Of

these we study cotton in detail and have a quick look at the others.

5.2.1 Cotton

Areas where Cotton is Cultivated in India
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Cotton has a marked importance among the agricultural products, as it is the major

source of clothing to the world. Besides this use of cotton, it is also used in various

industrial applications. Hence, it is among the most cultivated and traded commodities

on the planet. Cotton is a creamy white soft fiber that is primarily used to manufacture

textile and garments throughout the world. Cotton is derived from around the seeds

of the cotton plant, which is somewhat bushy in appearance and grows well in tropical

and semi-tropical climates. The plant has leaves divided in three parts and capsule shaped

seeds around which the soft white fiber grows. Cotton fiber obtained from the plant

is first processed to remove proteins from it. The remaining is a natural polymer having

properties like strong, durable and absorbent, which is spun into threads for further

use. The by-products of cotton include cottonseed, staple cotton, cotton yarn and

cottonseed oilcake.

Cotton Textile Industries in India
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 5.2.1.1 Cultivation

Cotton is a tropical crop as it grows in hot and humid climatic conditions. These conditions

are present in the areas close to the equator like southern part of North America,

Northern Africa and Asia. At the time of harvesting it needs a dry weather to get a

good yield. There are a whole lot of methods present to protect the cotton crops

from weeds and diseases. The planting time of cotton crops in the world varies vastly

from February to June. In India, the crop is cultivated as a khariff crop as it is sown

in the months of March to September. The mature crop is harvested in the months of

November to March. The crop starts reaching to the Indian markets from the months

of November to March.

5.2.1.2 Major Producers of Cotton

Country 2004-05 2005-06

Area Prodn. Yield Area Prodn. Yield

World 35,976 120,232 728 35,194 111,529 690

India 9,000 18,900 457 9,125 18,400 439

China 5,690 29,000 1,110 5,100 25,500 1,089

USA 5,284 23,251 958 5,533 22,282 877

Brazil 5,284 23,251 958 5,533 22,282 877

Pakistan 3,190 11,300 771 3,150 10,000 691

Uzbekistan 1,456 5,200 778 1,450 4,800 721

Turkey 700 4,150 1,291 630 3,700 1,279

EU 466 2,301 1,075 456 2,201 1,051

Australia 314 3,000 2,080 285 2,400 1,833

Egypt 307 1,300 922 270 1,150 927

Syria 234 1,600 1,489 220 1,375 1,361

Cameroon 220 500 495 200 465 506

Kazakhstan 216 680 685 200 625 680

Israel 14 119 1851 10 100 2,177

Source: USDA, September 2005.

Global Scenario: China, United States of America, India, Pakistan, Brazil, Uzbekistan,

Turkey, European Union and Australia.

Indian Scenario: The cotton producing states in India is: Maharashtra, Gujarat, Andhra

Pradesh, Haryana, Punjab, Rajasthan, Karnataka, Tamil Nadu and Madhya Pradesh.
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States 2004-05

Area Production Yield

All India (Total) 89.60 232.00 440

Maharashtra 30.49 52.00 290

Gujarat 19.95 62.00 528

Andhra Pradesh 11.42 32.50 484

Punjab 5.08 16.50 552

Karnataka 5.33 9.00 287

Haryana 6.50 15.00 392

Rajasthan 2.48 10.50 720

Madhya Pradesh 5.86 16.00 464

Tamil Nadu 1.63 5.50 574

Others 0.86 1.00 -

5.2.1.3 Factors Influencing Cotton Market

� Relationship with other competitive fibers and world demand for consumer textile;

� Discovery of new cotton markets

� Fluctuations in domestic cotton production in response to the vagaries of weather

and pest attacks. Delays in the arrival of cottonseed for crushing.

� Price and other policies of the government regarding the cotton sector (for example

Government fixes Minimum Support Price in India)

� Import-export scenario in the country

� Fluctuation in currency value

5.2.2 Crude Palm Oil

Palm oil is fatty edible oil, yellowish in color, derived from the flesh and the kernel

of the fruit of the oil palm tree. The oil palm tree is a tropical, single stemmed tree

having feather like leaves and a height of around 20 meters. The fruits of this tree grow

in bunches, are reddish in color, and have a single seeded kernel inside.

Palm oil is used in various forms such as crude palm oil, crude palmolien, refined bleached

deodorized (RBD) palm oil, RBD palmolien and palm kernel oil.
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Besides being used as edible oil, it is used in the manufacturing of soaps, ointments,

cosmetics, detergents, and lubricants.

5.2.2.1 Cultivation

Palm trees are generally grown in the tropical (hot and humid) conditions. It can survive

in flood conditions and a high water table. It can be cultivated on a various types of

soil but the plantation requires a well-drained soil and if it is not provided like in the

sandy or clayey soil, the yield of the crop is adversely affected. The propagation of

the tree is done with the help of its seed after providing proper treatment. The tree

produces a little or no fruit in the first three years. But after that, the tree begins to

produce fruits, which are harvested when they become ripe.

5.2.2.2 Major Producers of Crude Palm Oil

Global Scenario: Palm oil is derived from the oil palm tree, which is cultivated in over

42 countries of the world and is largely used as edible cooking oil. The major producing

countries are: Malaysia, Indonesia, Nigeria, Thailand, Colombia, Papua New Guinea, Ecuador,

Costa Rica, Congo, etc. Malaysia is the largest producer of palm oil in the world. Malaysia

and Indonesia taken together contribute around 83% of the world's production.

The major consuming countries of palm oil are: China, Indonesia, European Union, India,

Malaysia, Pakistan, Nigeria, Bangladesh, Thailand, Egypt, etc.

The major importers of palm oil are: China, European Union, India, Pakistan, Bangladesh,

Egypt, Russia, Turkey, etc.

Major markets in the world for crude palm oil trading are: Bursa Malaysian Derivatives

(BMD), Malaysia and Indonesia

Indian Scenario: India holds a very small share in world palm oil production. It hardly

contributes to the world production and is not able to satisfy its domestic consumption

demand. It produces a mere 70000 tons of palm oil annually i.e. just 0.2% share in

the total world's produce. Kerala is the largest palm producing state in India with 30%

share in the total production of the country. Godrej is the maximum oil palm plantation

company in India producing over 20000 tons per year.

India is basically an importer of palm oil. The countries from which palm oil is imported

are Malaysia and Indonesia. Regarding consumption, India ranks fourth in the world. The

major demand arises from the food and cooking oil industries.

Major markets in India for crude palm oil trading are: Kandla, Mumbai, Kakinada, Chennai,

Vijaywada, Haldia and Indore.
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5.2.2.3 Factors Influencing Palm Oil Market

� The demand-supply and price scenario of competitive oils like Soyoil;

� The demand-supply scenario of oil consuming nations, viz. India, China and EU;

� Climatic/ weather conditions and production cycle: April-December (peak production

period) &

� Import policies of importing nations.

5.2.3 RBD Palmolein

RBD Palmolein is a palm-based product which is suitable for human consumption as it

is naturally rich in vitamin e. It is refined, bleached and deodorized form of palm oil

which is extracted after crushing palm fruit. It is obtained from fractionating of refined

palm oil to separate liquid parts (olein) from solid parts (stearin). It is a clear yellow

liquid at room temperature. RBD palmolein is used as cooking oil as well as frying oil

for food industries such as snack food and ready-to-eat food.

5.2.4 Soya Oil

Soyabean Oil/Soya Oil is the natural oil extracted from whole soyabeans. It is the most

widely used oil in the United States, and is sold as either pure soyabean oil or as a

main ingredient in vegetable oil. Processed into margarine and shortenings, soyabean

oil's 85 percent-unsaturated fat profile is among the highest of the vegetable oils. About

97 percent of soyabean oil is used in a wide range of products for human use, such

as cooking oils, salad dressings, sandwich spreads, margarine, salad oils, coffee creamer,

mayonnaise, shortenings, chocolate coatings and flour ingredient medicines.

Soyabean oil is also used in such industrial products as printing inks, cosmetics, linoleum,

vinyl plastics, paints, compounds, pesticides, glue, protective coatings, yeast, soaps,

shampoos and detergents, rubber.

Soya beans on crushing and solvent extraction yield soya oil at 18% recovery and soyameal.

In the global edible oil market, soya oil is leading vegetable oil after palm oil. Palm

and Soyabean oils together constitute around 68% global edible oil trade volume, with

soyabean oil constituting 22.85%

5.2.4.1 Indian Soy Oil Market and Price Fluctuations

Major vegetable oils used for culinary purpose in India are sunflower, groundnut, palm,

soy, safflower, mustard etc. Among these sunflower oil finds its first place because of

its healthy properties. In the recent past, soy oil usage has gathered momentum as it

also contains healthy properties.

Like soya beans, the rate of production of soya oil in India is on an increasing level.

Soya oil is considered as one of the most important edible oil in the country. It accounts

for about 18% of total consumption of oils in the country. Production of soy oil in India
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is not sufficient to meet the domestic demand. So in order to meet these shortages

India imports soy oil. Edible oil market in India is highly price sensitive in nature. Hence,

the quantity of soyabean oil imports mainly depends on the price competitiveness of

soyabean oil vis-à-vis its sole competitor, palm oil. This also means that soyabean oil

prices are highly influenced by palm oil prices in Malaysia, the market leader in palm

oil production and exports.

In India, spot markets of Indore and Mumbai serve as the 'reference' market for soyabean

oil prices. While the Indore price reflects the domestically crushed soybean oil, Mumbai

price indicates the imported soy oil price. Futures trading in soyabean oil is also prevalent

in many futures exchanges in the country, the prices of which are largely influenced by

the international edible price movements (especially Malaysian palm oil and soyabean

oil at CBOT), soyabean availability in domestic markets, demand for meal and other

associated supply-demand factors of soyabean and its derivatives.

Soyabean oil is among the most vibrant commodities in terms of 'price volatility'. Its

prominence in the international edible trade scene, concentration of production base

in limited countries as against its widespread consumption base, its close link with several

of its substitutes and its base raw material (soyabean) in addition to its co-derivative

(soya meal), the nature of the existing supply and value chain, etc. throw tremendous

opportunity for 'trade' in this commodity. The opportunity is further enhanced by the

expected rise in consumption base and the consequent increase in imports of vegetable

oils in the years to come.

5.2.5 Rapeseed Oil

Rapeseed oil is of vegetable origin and is obtained from crushed rapeseed by pressing

or extraction. It is third leading edible oil after soy oil and palm oil. On crushing rapeseed,

oil and meal are obtained. The average oil recovery from the seed is about 33%. The

remaining is obtained as cake, which is very rich in protein and is used as animal feed.

Rapeseed oil is a light yellow to brownish yellow oil. It is one of the most important

vegetable oils. It has been used for cooking for centuries in Europe, India, China and

Japan.

In India traditionally rapeseed/mustard oil is the most important oil. The pungency of

the oil is considered as the major quality-determining factor. Therefore traditional millers

producing unrefined oil are still more favored. But this results in adulteration. However

with time refined oil is gaining popularity in India. Indian production of rapeseed oil

is over 1.5 million tons.

5.2.6 Soyabean

Soyabean is a nutritious and versatile legume. Soyabeans range in size from as small

as a pea to as large as a cherry. Soyabean pods are covered with a fine fuzz and range

in color from tan to black while the beans themselves, can come in a variety of colors

from red, yellow or black. Their flavor is bland but they are high in protein and low
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in carbohydrates. Soyabean byproducts are used in making margarine, as emulsifiers

in many processed foods, and in non-food items such as soaps and plastics. Soya bean

belongs to the legume family of East Asia and is related to peas and clove. It is an

oilseed bean, oval in shape, which is produced on a bush-like, green soyabean plant.

Size of soya bean is like the size of a common pea. As, it provides oil and protein

in bulk; soya bean is also called a miracle crop. It comprises around 45% proteins and

18% oil.

History: Origination of soya bean lies in the northeastern areas of China. It was cultivated

about 5000 years ago and was considered as one of the sacred crops. Asian people

have been eating soya beans and also using it in different medicines. Soya beans started

to become popular and reached Japan and China by 1st century A.D. When introduced

to U.S.A, soya bean was not given the due importance. In the early 1900's, it was a

subject of testing for the American scientists. America introduced more varieties of

soya bean during this period. After the 2nd world war, production of soya bean increased

dramatically and since then the same scenario continues.

5.2.6.1 Cultivation

Soyabean is basically a summer crop (kharif), as it needs a hot and humid climate to

prosper. Soyabean crop is usually sown in June in India. The harvesting period for soyabean

crop in India comes around October-November. It is highly dependent on rain and a

change in the rainfall pattern affects the production of soyabean.

Soyabean can be grown in from sandy soil to clay loam soil at different type of soils.

Sandy clay loam, which is rich in organic matter, is suitable for soybean cultivation. Natural

pH of soil should be 6.0-6.5 so the micro organism fixes the nitrogen from air easily

and reach it to root nodules soil should be well drained because stagnant water for

soybean crop is not good.

5.2.6.2 Major Producers of Soyabean

Major producers of soyabean are United States, Brazil, Argentina, China, India, Paraguay,

Canada and Indonesia.

Country-wise area, production and productivity of Soybean in the world during 2004

Country Area Harv (Ha) Production (Mt) Yield (Kg/Ha)

World 91,443,054 204,266,176 2233

Argentina 14,320,000 31,500,000 2199

Brazil 21,475,148 49,205,384 2291

Canada 1,177,500 3,048,000 2588

China 9,800,150 17,600,340 1795

India 7,200,000 5,500,000 763

Paraguay 1,870,000 3,583,680 1916

USA 29,930,060 85,483,904 2856



313

Indian Soya Market: Madhya Pradesh is the leading producing state of India and contributes

to around 75% of the total Indian production and is also called the soya bean bowl

in India. The other soya producing states include Maharashtra, Rajasthan, Karnataka, Uttar

Pradesh, Andhra Pradesh, Nagaland and Gujarat. In India, Soyabean is traded at Indore,

Ujjain, Dewas, Mandsore, Astha, Nagpur, Sangli and Kota. Besides soy is also traded

in various Indian exchanges like NCDEX, MCX & NMCE.

International Trading centers of Soy: Chicago Board of Trade (CBOT); Dalian Commodity

Exchange, China; Argentina; Brazil are few of the major trading centers.

5.2.6.3 Factors Affecting Soya

� Weather most importantly during the pod bearing period.

� Prices of the competitive commodities including oils.

� Movement in prices in the international market.

� Pests and diseases.

� Fundamentals of the feed sector.

� Infections affecting poultry and cattle.

5.2.7 Rapeseed

Rapeseed (Brassica napus), is a bright yellow flowering member of the family Brassicaceae

(mustard or cabbage family). It is also known as Canola in many countries. Rapeseed/

mustard seed have great importance in many countries as spices. But, these seeds have

important by-products too. Rapeseeds and mustard seeds are sources of rapeseed/

mustard seed oil and oilcake. Yellow colored oil is obtained by extraction process of

the crushed rape/mustard seeds. In the market, rapeseed oil is not distinguished from

mustard oil as both of these come from the same species and possess same properties.

During the production of oil, pressed cakes of the seeds are left over that have some

amount of oil content. These cakes are distilled to make oil cakes, which serves as an

animal feed.

5.2.7.1 Cultivation

Rapeseed cultivation is done widely throughout the world. It is basically a winter crop

and it requires a temperate climate to prosper. The planting season or the sowing period

in India is during the Rabi season i.e. October to November. The crop starts flowering

in the months of November, December, January and February. The harvesting period

is from February to March. It needs a right proportion of rainfall.

5.2.7.2 Major Rapeseed Producing Countries

Global Scenario: Major rapeseed producing countries across the world are: China, Canada,

India, Germany, France, Australia, Pakistan, Poland, Japan, Australia, Bangladesh, Belgium,

Denmark, Mexico, Austria, Nepal, Russia, Bhutan, Finland, Myanmar and UK.
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Indian Scenario: India produces around 5 million tones of rape/mustard annually and

contributes around 11% of the world's total production. Also it is third largest producer

of rape/mustard oil in the world. Rajasthan is the leading rape/mustard producing state

in India. Other producing states of India are: Uttar Pradesh, Haryana, Punjab, Gujrat,

Mafhya Pradesh, Jammu and Kashmir, West Bengal, Punjab, Assam, Bihar, Himachal Pradesh

and Orissa.

India is an exporter of rape/mustard oilcake and exports it to Bangladesh, China, Italy,

Japan, Malaysia and Thailand.

5.2.7.3 Market Influencing Factors

� Demand supply scenario and prices of other edible oils;

� Weather concerns, pests and diseases;

� Hoarding and speculation;

� Consumption of by-products and

� Production fluctuations.

5.3 Precious Metals

The NCDEX started trading in following precious metals - gold and silver. We will look

briefly at both.

5.3.1 Gold

Gold has been a highly sought-after precious metal for many centuries and has been

used as money, a store of value and in jewellery. It is one of the coinage metals. It

is a dense, soft, shiny, yellow metal, and is the most malleable and ductile of the metals.

The Latin name for gold is aurum which means glowing dawn. Gold has been used as

a symbol for purity, value and royalty. Its value has been used as the standard for many

currencies (known as the gold standard) in history.

Gold has been known from prehistoric times and was possibly the first metal used by

humans. It was valued for ornaments and magical efficacy was attributed to it. In the

Middle Ages alchemists sought to transmute base metals into gold. During the 19th

century the quest for gold stimulated many a gold rush. The first major gold rush in

the US occurred in a small north Georgia town called Dahlonega. Further gold rushes

occurred in California, Colorado, Otago, Australia, Witwatersrand, Black Hills and Klondike.

Pure gold is too soft for ordinary use Gold. So it is hardened by alloying with copper,

silver or other metals. White gold, a substitute for platinum, is an alloy of gold with

platinum, palladium, nickel, or nickel and zinc. Green gold, also used by jewelers, is

usually an alloy of gold with silver. Alloys of gold with copper are a reddish yellow

and are used for coinage and jewelry.
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5.3.1.1 Applications of Gold

In various countries, gold, and its many alloys, are most often used in jewelry, coinage

and as a standard for monetary exchange. Because of its high electrical conductivity

and resistance to corrosion and other desirable combinations of physical and chemical

properties, gold has emerged in the late 20th century as an essential industrial metal,

particularly when used as a thin plating on printed circuit board contacts and electrical

connectors. As gold is a good reflector of both infrared and visible light, it is used

for the protective coatings on many artificial satellites and on astronauts' helmets to

prevent blindness from the Sun. Gold is also used by dentists in tooth restoration.

5.3.1.2 Major Gold Producers

The chief producers are South Africa, the United States (especially in Nevada and Alaska),

Australia, Canada, Russia, China, Brazil, Uzbekistan, Papua New Guinea, and Indonesia.

5.3.1.3 Indian Gold Market

In India Gold is considered as a savings and investment vehicle and is the second preferred

investment after bank deposits. The gold holding tendency is well ingrained in Indian

society.

India is the world's largest consumer of gold in jewellery as investment. India consumes

around 18% of the total world's production.

Domestic demand and consumption is dictated by monsoon, harvest and marriage season.

Indian jewellery buying is quite sensitive to price fluctuations. Indian demand for gold

also exhibits income elasticity, particularly in the rural and semi-urban areas.

In the cities gold is facing competition from the stock market and a wide range of   consumer

goods.

5.3.1.4 Market Moving Factors

� Supplies from mine production, reclaimed scrap

� Purchases and sales by central banks, official gold loans

� Producer / miner hedging interest

� World macro-economic factors - US Dollar, Interest rate, Geo political tensions,

etc.

� Comparative returns on stock markets

� Domestic demand based on monsoon and agricultural output

Gold Price Linkages: There is a significant positive correlation between the movements

of gold prices and EURO levels. The demand for gold as well as the prices also goes

up with an increase in oil prices. Increases in oil prices have a major impact on inflation

as most of the inflation indices give a lot of weight to the increase in oil prices (30-
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35 per cent). Hence, increase in oil prices result in an increase in inflation and people

buy gold to hedge against inflation. Research indicates that there is a fair degree of

positive price correlation between gold and silver, although this has lessened in the

recent years.

5.3.2 Silver

The word Silver is derived from the Anglo-Saxon word seolfor. Silver's chemical symbol

(Ag) comes from the Latin word for silver, Argentum. Silver can be obtained from pure

deposits, from silver ores such as argentite and horn silver, and in conjunction with deposits

of ores containing lead, gold or copper.

Mankind's timeless fascination with silver stretches long back. As early as 700 B.C., the

Mesopotamian merchants used silver as a form of exchange. Later, many other civilizations

also came to recognize the inherent value of silver as a trading metal. Today, millions

of people throughout the world recognize silver's intrinsic value and have made it popular

as an affordable investment.

Silver is a commodity that is traded 24 hours a day in the world's market centers - London,

Zurich, New York, Chicago and Hong Kong. Although London remains the true center

of the physical silver trade for most of the world, the most significant paper contracts

trading market for silver in the United States is the COMEX division of the New York

Mercantile Exchange.

5.3.2.1 Demand

Demand for Silver is broadly based on three main pillars; i.e. industrial and decorative

uses, photography and jewelry & silverware. The reasons for being in such demand is

because silver has a number of unique properties that include its strength, malleability

and ductility, its electrical and thermal conductivity, its sensitivity to and high reflectance

of light and the ability to endure extreme temperature ranges. Silver's unique properties

restrict its substitution in most applications.

Following are some of the various Applications of Silver: Batteries, Bearings, Brazing

and Soldering, Catalysts, Coins, Electrical, Electronics, Electroplating, Photography, Medical

Applications, Jewelry and Silverware, Mirrors and Coatings, Solar Energy, Water Purification,

etc.

5.3.2.2 Supply

Top 20 Silver producing Countries are: Peru, Mexico, Australia, China, Chile, Russia, Poland,

United States, Canada, Kazakhstan, Bolivia, Indonesia, Sweden, Morocco, Argentina, Turkey,

South Africa, Iran, Uzbekistan and India.

Some of the world's leading Silver Mines are: Cannington (operated by BHP Billiton)

in Australia; Fresnillo in Mexico; Dukat in Russia; Uchucchacua in Peru; Greens Creek in

US; Arcata in Peru; Imiter in Morocco; Rochester in US; Tayahua in Mexico, Lunnoye in

Russia; etc.



317

5.3.2.3 Factors Affecting Silver Prices

A primary factor affecting the price of silver is the available supply versus fabrication

demand. As the available sources continue to decline, silver's fundamentals continue

to strengthen. However, since silver is a tangible asset, and is recognized as a store

of value, its price can also be affected by changes in things such as inflation (real or

perceived), changing values of paper currencies, fluctuations in deficits and interest

rates, and geo-political tensions, etc.

Key Terms Introduced in the Chapter

• Commodities

• Barter System

• Cotton Fiber

• Cotton Seed

• Staple Cotton

• Cotton Yarn

• Tropical Crop

• Khariff Crop

• Soyabean Oil

• Rapeseed Oil

• NCDEX

• Cotton

• Soyabean

• Rapeseed

• Gold

• Silver

• Soya Oil

• Mustard Oil

• Rabi Season

Mustard Seed

• Commodity Exchange

• Crude Palm Oil

• Crude Palmolien

• RBD Palmolien

• Palm Kernel Oil

• Reclaimed Scrap

• Hedging Interest

• Fabrication Demand

• Commodity Futures

Contract

• Price Discovery Mechanism

• Risk Transfer System

• Cotton Seed Oilcake

• Minimum Support Price

• Single Stemmed Tree

• Refined Bleached

Deodorized Palm Oil

• Standard for Monetary

Exchange

• World Macro-economic

Factors

Summary with Reference to Learning Objectives

� In 1875, the setting up of "Bombay Cotton Trade Association Ltd." evolved the organized

futures market in India. In 1994, Kabra committee assessed the role of futures trading in India

and recommended it in certain commodities. MCX and NCDEX were established in Nov. and

Dec. 2003 respectively. Forward Market Commission (FMC) is the regulating body.

� The main difference between physical and futures commodity market is the organized nature

of trading and the quality specifications. While the physical market's price can vary depending

on the centers of trading, futures have the same price all over India and the quality specifications

are stringent.

� The main difference between physical and futures markets in normal sense is that the futures

are the price determinates of the physical market. The futures market includes the cost of

carry in their prices over the spot (cost of carry being the gains subtracted from storage

cost and interest of financing for purchasing the asset).

� Commodity futures market perform the price risk management function of an economy as

the futures trading determine the prices of the physical market in advance and ensure that

there are no larger deviations from the prices that the buyers and sellers opt for (helpful

in the sense that the participants are from all over India and not localized and limited to

the commodity center only)

� Apart from the perception of market participants, agricultural commodities' prices are dependant

on the agricultural conditions such as rainfall, production, consumption patterns etc. whereas

precious metals are dependant on world prices and have strong correlation with dollar, euro

etc. Other metals are also dependant on mining practices etc.
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Questions for Practice

Short Answers

1. List out the producing regions of cotton in India?

2. What are the factors that influence the prices of cotton?

3. List the top three consumed edible oil worldwide?

4. What are the factors that influence the prices of edible oils?

5. What makes gold special?

6. What are the factors that influence the prices of gold?

7. List the producing countries of silver in the world?

8. What are the factors that influence the prices of silver?

9. List out the producing regions of soya bean in India?

10. What are the factors that influence the prices of soya?

Long Answers

1. What is Commodity Exchange?

2. What is meant by Commodity?

3. What is Commodity derivatives market?

4. What are the benefits of trading in commodities?

5. What is the meaning of ‘futures contracts’?

6. What are the salient features of a ‘commodity futures contract’?

7. What are the main differences between the physical and futures market?

8. Explain the suitability of gold futures contracts?

9. What is price risk management? How does a commodity futures market perform

this economic function?

10. How does a commodity futures exchange help in price discovery and price risk

management?






