
An article about commodities today 
feels very compelling, particularly 

so, given that commodity indices 
reached their high about seven years 
ago. The years 2016 and 2017 did 
manage to advance again and we have 
recommended to come back in the sector 
from mid last year. But the S&P GSCI 
Commodity Spot today is still circa 30% 
below the Great Financial Crisis (GFC) 
high seen on April 2011. Commodities 
thereafter still did well for almost three 
years, but by early 2014, US equities 
have firmly outpaced commodities. 
After the giddy recovery from the 2009 
trough, commodities slowly lost ground 
to equities. Today, commodities are 
underperforming equities by a proverbial 
mile (see 1st chart on this page). But the 
seven-year drought may be coming to 
an end, as the Federal Reserve is set to 
put in place an even tighter monetary 
policy as US growth and activity poises 
to take off.  This has significant impact on 
the valuation of commodities and their 
importance to asset allocation strategies. 

We have written about and lamented 
the commodity underperformance 

before relative to equities, as the 
absurdity of the comparison between 
one real asset (equities) to another real 
asset (physical commodities) became 
even more stretched. The commodity 
index we have chosen to illustrate here 
is the S&P GSCI Commodity Spot Index, 
as it does not include the drag (boost) 
from contango (backwardation), which 
provides better comparisons. There were 
times when commodities and equities 
were tightly bound in their relationship. 
The most recent example of such episode 
is during the last equity bull market of 
2002 to 2007, when the coefficient of 
determination of the regression work 
between the two asset classes were close 
to 80% -- very tight positive relationship 
indeed (see 2nd chart on this page).
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And during this period, commodities 
have solidly outperformed equities 

by almost 120 percent on comparative 
performance (see 3rd chart on previous 
page).

These are fair comparisons, which 
provide perspectives for a forward-

looking analysis. A longer term outlook, 
from the trough of the great commodity 
cyclical trough in 1999, provides a 
correct reference and inference about 
the comparative historic  returns to 
these two markets. Using these metrics, 
commodities have not done badly at 
all, with a circa 100 percent spread 
between spot commodity prices and 
the equity index, in favor of the former, 
even today (see 1st chart on this page).

There’s, of course, nothing which 
requires that these two asset 

classes should move in lock-step as 
they did from 2002-2007 (which, with 
the perspective of history, is not typical 
of their relationship). In fact, over 
long periods of time, we have seen 
periods of tight positive correlations 
and periods of very loose correlations, 
as well. However, these two markets 
are bound by the same set of macro-
economic conditions so they should 
at least behave similarly. Based on the 
performance of the two asset classes 
since the start of the recovery in early 
2009, we can categorically state that 
commodities are currently relatively 
very cheap to equities, on the basis 
of one risk-asset versus the one of 
the other risk-asset. This situation is 
illustrated by the ratio of commodities 
to equities, enhanced by the directional 
bent of the US Dollar (which rise and fall 
with the inverse of commodity prices 
(see 2nd chart on this page).

However it is not enough that 
commodities are cheap (or 

cheaper than it was before) relative 
to equities – there has to be other 
rationales for investing in the asset 
class. We start with the natural 
functionality of commodities price 
dynamic -- commodity indices offer 
inflation protection. Commodities 
have the potential to hedge against 

unexpected inflation. Prices of physical 
(tangible) assets have historically 
tended to move in line with broad 
inflation metrics. And the historical 
fact is that commodity prices rise well 

ahead (by as long as 6 quarters) of Core 
CPI and Core PCE inflation, the latter 
being the benchmark of the Fed in 
gauging domestic inflation levels (see 
3rd chart on this page).
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“To obtain a significant benefit, however, 
requires a commodity allocation of 
greater than 5%. Interestingly, adding 
a commodity exposure enhances an 
equity portfolio’s return only during 
periods when the Federal Reserve 
is increasing interest rates, which is 
consistent with the belief that a major 
attraction of commodities is that they 
serve as an inflation hedge.”

Investing in commodities requires 
a not-so-steep learning curve, and 

once learned, what are left are just 
nuances that differentiate them from 
equities and bonds. For instance, 
the returns earned from investing in 
commodities differ from those earned 

And the commodity supply and 
demand is generally correlated 

to the cyclicality of the global 
economy, especially those of the 
Emerging Markets, and prominently 
among those is China. In fact, for 
base metals, the demand cycle has 
shifted from the requirements of the 
developed economies to the demand 
of the Chinese industrial powerhouse. 
In reality the fiscal position of the 
Chinese government has become a 
leading indicator for the price of base 
metals, with copper as proxy. The 
compound indicators provide clues 
to the future behavior of metal prices 
(and other raw materials consumed by 
China) a full 8-quarter, projected into 
the near-future (see 1st chart on this 
page).

Market participants also 
have historically invested in 

commodity futures-based indices for 
their diversification benefits, given 
their generally low, over-all correlation 
to stocks and bonds. The findings of 
economists (“Is Now the Time to Add 
Commodities?”, Jeffrey M. Mercer , 
Mitchell Conover , Robert R. Johnson 
and Gerald R. Jensen) suggest that 
commodity futures offer considerable 
benefits to equity investors regardless 
of the targeted equity strategy. 
The authors added further that the 
benefits of adding commodity futures 
to an equity strategy are enhanced 
dramatically by using a tactical 
strategy that relies on policy rate 
shifts by the Federal Reserve.

“Specifically, adding a modest exposure 
to commodity futures when the Fed 
is raising policy rates (i.e., a restrictive 
policy stance) significantly increases 
portfolio returns and significantly 
decreases portfolio risk. In contrast, 
when the Fed is decreasing policy 
rates (i.e., an expansive policy stance), 
supplementing a portfolio with a modest 
exposure to commodity futures results 
in a significant risk reduction; however, 
portfolio returns fall significantly.”(see 
2nd chart on this page).

from traditional asset classes. For one, 
commodities have no expected book 
value or expected cash flow (e.g., 
coupon or dividend payments) – the 
value of commodities arises from 
the fact that they are consumable 
(like grains) or transformable (like 
petroleum) assets. The so-called “roll 
yield” from the commodity term 
structure is intrinsic to the commodity 
indices built from futures contracts and 
might be the biggest difference between 
them and equity indices. Equity 
holdings can be held indefinitely with 
no additional cost and effort, while the 
commodity roll yield has to be realized, 
and parameters adjusted periodically. 
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There are also investment conduits in 
commodities that differ from paper 
assets; for instance, the presence of 
physical markets. Physical commodities 
may be accessed through the cash 
spot market, but storage is costly and 
difficult. Investing in commodities via 
physicals is not the preferred choice of 
most market participants. 

And then there are the commodity 
futures markets. Investing in 

commodities can also be done by 
using long or short positions in futures 
contracts on physical commodities. The 
value of these futures contracts are 
based on the price of the underlying 
physical commodity plus yield – these 
futures instrument  trade on public 
markets that provide adequate liquidity 
and transparency, with negligible costs 
and no storage deterioration risk. 
From the point of view of practicality, 
the futures markets offer the most 
convenient and efficient method to 
gaining commodities exposure. 

The drivers of commodity index 
returns in the long run are not 

primarily spot commodity prices. 
Profits or returns from commodity 
investments using futures contracts 
come from five sources: (1) 
rebalancing or roll yield (return); 
(2) insurance risk premium; (3) 
collateral returns; (4) convenience 
yield; and (5) expectational variance. 
Insurance risk premium represents 
the value which accrues to investors in 
commodity futures, and it comes from 
the producers of these raw materials, 
who wish to transfer the risk of price 
fluctuations to speculators (which in 
most case, are financial institutions). 

Collateral return is the return from 
an initial margin, (which is a small 

amount of cash that is calculated as a 
percentage of the notional amount of 
the commodity) and the available cash. 
Convenience yield is the implied return 
on inventories and is regarded as the 
additional payment which a commodity 
consumer is willing to pay for the 
necessary raw material to ensure that 
stock is available in a timely manner, in 

order to avoid delays or disruptions in 
the supply chain. After all, commodities 
are valued as consumption goods, 
rather than merely as financial assets.

Expectational variance is a notional 
value provided by unexpected 

inflation (supply-side shocks such as 
shortages) that results in sudden spikes 
in the price of a commodity. That 
produces positive skewness and kurtosis 
in commodity return distributions, 

which means that while stocks “crash” 
downwards, commodities tend to 
“crash” upwards – disruptions in supply 
cause much bigger price movements 
to the upside relative to the negative 
impact on prices when there is surfeit 
of supply. There is a simple reason for 
this:  commodity supply curves become 
very inelastic (steeper) when the level 
of actual, current inventory is fully 
allocated. But at low levels of demand 
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and lower prices, the supply curve gets 
more and more elastic (flatter), which 
means large declines in demand don›t 
drop prices as sharply as large increases 
in demand can increase them at the 
other end of the curve.

We only need to understand the 
most significant one – the “roll 

yield” – to acquire the expertise to 
invest in commodity futures markets 
successfully.  Rebalancing or roll return 
can figuratively make or break a futures-
based investment in commodities. 

The roll return is the difference in the 
price of the expiring contract and the 
next eligible, most optimum contract.  
Historically, the optimum roll yield has 
been derived between the first and 
the third futures contract (C1-C3).  
Futures contracts expire on a regular 
basis, generally monthly or quarterly.  
Futures-based indices must roll their 
long (or short position) into the next 
most optimum contract (usually, from 
the 3rd contract up to the 6th contract) 
to maintain their exposure.



Obtaining the roll yield is straight-
forward: if a commodity’s forward 

price curve is downward sloping (in 
backwardation), then the roll process 
involves rolling into (buying) a futures 
contract that is trading cheaper than 
the current futures contract. 

If the futures in the index are in 
backwardation regularly over time, 

and if the incidence of backwardation 
is higher relative to the degree of 
contango, then market participants 
tracking the indices will tend to profit 
from the roll process. The inverse of 
course is also true; market participants 
tracking the indices will tend to make a 
loss from the roll process. 

Over the GFC years, commodities 
markets have been in contango 

-- nearby prices have been below 
forward prices. The effect of this on a 
long commodity index strategy is that 
when futures positions are rolled to a 
new contract month, they are being 
rolled to higher prices. This drag had 
been endemic during the GFC. The 
2nd graph on this page  shows the S&P 
GSCI 1st Mo. Forward, compared to 
the S&P GSCI 3rd Mo. Forward, since 
March 2009, when the recovery from 
the GFC started. The markets haven’t 
all been in contango, and not all of the 
time. But they have been in contango 
long enough to cause the slight drag 
to performance that you can see in 
that graph. This is the rationale why it 
pays to roll from the 1st forward month 
into the 3rd forward month (or even 
as far as the 6th month if necessary) 
in a dynamic way – a powerful 
strategy to compensate for the drag 
from a contango term structure. The 
roll yield can, therefore, work both 
ways for the commodity investor, 
depending on market conditions. It 
can add a substantial performance to 
a commodity index in a backwardated 
environment or negatively impact the 
index performance in a contangoed 
environment. The sharp run-up in 
energy and base metal prices have 
turned around the situation for the 
asset class, in this regard. 

And, indeed, we have good 
news. Currently, the previous 

futures market contango has all but 
disappeared. In the last two years, the 
term structure from the front contract 
to the 5 mo.-out contract has gone from 
circa -3% contango or so to about 2.5% 
backwardation. That 1st graph on next 
page implies a substantial change in the 
drag from roll yield – in fact, depending 
on weights in various commodities 
the roll yield may currently be already 
be additive, and this is owed to the 
impressive run-up of crude oil and 
energy prices since early 2016. Energy 
prices typically comprise circa 60% of a 
commodity index – so the ongoing rally 

in energy prices is forcing a re-rating of 
the total commodity universe’s term 
structure (see 1st chart on next page). 
And we believe the backwardated 
condition can only get better, as 
energy prices continue to firm up on 
constriction of global oil supply by 
the OPEC-NOPEC consortium, and by 
oil demand growth arising from the 
synchronized upswing of the global 
economy. 
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In conclusion: The incipient 
backwardated structure in the 

commodities market, which started 
to appear during Q4 last year, will 
continue to contribute to a positive 
roll yield on commodity indices. The 
environment for commodities could 
not be better as it is the best since 2011 
– we have a global economic recovery, 
with a low level of commodity 
inventories and severe supply 
constraints. As an example, the base 
metals› supply glut during 2012-2013, 
which has triggered the de-rating of 
the commodities universe at that time, 
has all but disappeared (see 2nd chart 
on this page) . This should continue 
to support the backwardated term 
structure into the future. Commodity 
investors should soon benefit fully 
from the positive roll yield environment 
provided by the backwardated price 
structure in many commodity markets. 
The lack of production capacity, 
brought about by sharply diminished 
Capital Expenditures during the GFC 
period, should come around and 
help push up commodity prices to 
incentivize new capacity to cope up 
with increased global demand. 
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