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Why Invest in Commodities? 

Why Commodities? 

Inflation protection 

Portfolio diversification 

Equity-like returns 
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How to Get Exposure? 

Physically own commodity 

Involves transportation, storage, insurance, etc 

Not practical for most investors 

Buy commodity based stocks 

Many factors aside from commodity prices affect stocks 

Many commodity producers hedge the price of their outputs 

Equity beta overwhelms commodity beta 

Purchase commodity futures 

Very liquid 

If fully backed by cash collateral, leverage is minimized 
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Commodity Indices 

Risk & Return (January 2000 – December 2010) 

Sector Weights (as of December 2010) 

Goldman Sachs, Dow Jones Indices, RICI® Handbook, 2010 version  
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What Determines Index Weights? 

There is no “market cap” equivalent for commodities. 

Index weights have been based on: 

  Global production (GSCI, DJ-UBSCI) 

  International trade (RICI) 

  Liquidity (MLCX, DJ-UBSCI) 

There is no clear argument any method is superior.  

Commodity indexes do not represent investment universes.  

Rather, they are explicit portfolio trading strategies. 
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Concentration in Commodity Indices 

S&P GSCI® Weights (%) 

DJ–UBSCISM Weights (%) 

Source: 2011 Target Weights, Dow-Jones Indices 

Source: Average Contract Reference Prices, 2011, Standard & Poors 
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Concentration in Commodity Indices 

RICI® Composition for 2010 (%) 

Source : RICI® Handbook, 2010 version  
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Perils of Passive 

Benchmarks are broken 

Misunderstanding of spot returns versus  
futures returns 
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Aggravations of Active 

Actively manage the commodity contracts 

Actively manage the underlying collateral 

Active Indexes 
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Where is the Market Heading? 

Most early adopters are very familiar with the above 

Moving to an “Enhanced Index” approach 

Track an index with very modest alpha proposition 

Trading not tied to index rules 

Perform tweaks to the indexes (e.g., remove concentrations) 

Little risk taken with cash collateral 

Combine in core/satellite structure with commodity hedge funds 

Avoid “perils of passive”  

Lock in the strategic reasons for investing in asset class 
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Summing Up 

Commodity asset class desired for diversification and inflation fighting  

The primary way of gaining exposure is a fully funded futures position 

Commodity indexes do not represent an investable universe 

Commodity indexes are instead very explicit trading strategies 

Passive vehicles are flawed in many ways 

Active management may unwind the motivations for investing in commodities 

One solution is to take an “enhanced index” approach 


