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Lorem ipsum dolor sit amet, consectetuer adipiscing elit, sed diam nonummy 
nibh euismod tincidunt ut laoreet dolore magna aliquam erat volutpat. Ut 
wisi enim ad minim veniam, quis nostrud exerci tation ullamcorper suscipit 

lobortis nisl ut aliquip ex ea commodo consequat. Duis autem vel eum iriure 
dolor in hendrerit in vulputate velit esse molestie consequat, vel illum dolore eu 
feugiat nulla facilisis at vero eros et accumsan et iusto odio dignissim qui blandit 
praesent luptatum zzril delenit augue duis dolore te feugait nulla facilisi.

Ut wisi enim ad minim veniam, quis nostrud exerci tation ullamcorper suscipit 
lobortis nisl ut aliquip ex ea commodo consequat. Duis autem vel eum iriure dolor 
in hendrerit in vulputate velit esse molestie consequat, vel illum dolore eu feugiat 
nulla facilisis at vero eros et accumsan et iusto odio dignissim qui blandit praesent 
luptatum zzril delenit augue duis dolore te feugait nulla facilisi. Lorem ipsum dolor 
sit amet, consectetuer adipiscing elit, sed diam nonummy nibh euismod tincidunt ut 
laoreet dolore magna aliquam erat volutpat. 

Duis autem vel eum iriure dolor in hendrerit in vulputate velit esse molestie 
consequat, vel illum dolore eu feugiat nulla facilisis at vero eros et accumsan et iusto 
odio dignissim qui blandit praesent luptatum zzril delenit augue duis dolore te 
feugait nulla facilisi. Lorem ipsum dolor sit amet, consectetuer adipiscing elit, sed 
diam nonummy nibh euismod tincidunt ut laoreet dolore magna aliquam erat 
volutpat. Ut wisi enim ad minim veniam, quis nostrud exerci tation ullamcorper 
suscipit lobortis nisl ut aliquip ex ea commodo consequat. 

Lorem ipsum dolor sit amet, consectetuer adipiscing elit, sed diam nonummy nibh 
euismod tincidunt ut laoreet dolore magna aliquam erat volutpat. Ut wisi enim ad 
minim veniam, quis nostrud exerci tation ullamcorper suscipit lobortis nisl ut aliquip 
ex ea commodo consequat. Duis autem vel eum iriure dolor in hendrerit in vulputate 
velit esse molestie consequat, vel illum dolore eu feugiat nulla facilisis at vero eros 
et accumsan et iusto odio dignissim qui blandit praesent luptatum zzril delenit augue 
duis dolore te feugait nulla facilisi.

Ut wisi enim ad minim veniam, quis nostrud exerci tation ullamcorper suscipit 
lobortis nisl ut aliquip ex ea commodo consequat. Duis autem vel eum iriure dolor 
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Commodities have received increasing media and investor attention. Some 
have been bullish on the asset class as a tactical bet on the developing 
world’s current appetite for raw materials. Others have touted it as a 

short-term hedge against the prospect of rising inflation. The recent falls in 
commodities prices on world markets have led many participants to make a case 
for an attractive entry point into this asset class, but it has also obscured for many 
what we think is the true value of this unique “real” asset: significant diversification 
opportunities, which may reduce overall portfolio risk and improve returns.

The CommodiTies AdvAnTAge: A ComplemenTAry AsseT

A great diversifier

A critical factor to consider when adding any investment to a group of assets is how 
it interacts with the other portfolio elements. The more dissimilar the assets’ 
behaviour under a range of different market conditions, the greater the potential for 
diversification. And therein lies the power of commodities, for when traditional 
assets like stocks and bonds zig, commodities tend to zag. When examining the 
returns of individual commodities, such as crude oil or gold, the volatility may seem 
prohibitive, and in fact, investors should familiarise themselves with the potential 
industry- and commodity-specific risk factors. However, as shown in the chart 
below, the historical characteristics of the commodity and stock markets show very 
low correlations. Because of this, commodities have offered significant diversification 
benefits, historically reducing the overall risk of a well-diversified portfolio, while 
adding a new source of potential return.

Opposites attract

Unlike financial assets, commodities march to the beat of a different economic 
drummer. Financial assets are “earning” assets, whose value is tied to their future 
cash flows: bonds promise potential interest payments and return of principal upon 
maturity; stocks promise potential dividends or appreciation in share price. 
Commodities, however, pay no interest and offer investors no share of any future 

Commodities 
Commotion
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Figure 1.  Risk/return enhancement with the addition of commodities 01-Feb-70 to 31-Dec-08

Sources: Credit Suisse Asset Management, LLC; Ibbotson. The performance shown is for illustrative purposes only and does not represent performances of any Credit Suisse investment. 
Risk measured by standard deviation, a statistical measurement of dispersion around an average which depicts how widely returns varied over a certain time period. Allocation: Initial 
allocation comprised of: 40 per cent US bonds, 45 per cent US stocks and 15 per cent international stocks. As commodities were added, other asset classes were reduced proportionately. 
Commodities measured by: S&P Goldman Sachs Commodities Index, a composite of commodity sector returns, representing an unleveraged, long-only investment in commodity futures 
broadly diversified across the spectrum of commodities. US Bonds: Ibbotson Intermediate-Term Government Bond Index, a one-bond portfolio with a maturity near five years. US Stocks: 
Standard & Poor’s 500 Index, an unmanaged index of US companies generally deemed representative of the US stock market. International Stocks: Morgan Stanley Capital International 
EAFE Index (tracks 21 country indexes in Europe, Australia and the Far East), a free float-adjusted market capitalization index. Indexes are unmanaged, assume reinvestment of dividends or 
interest and do not reflect the deduction of fund fees and expenses. Investors cannot invest directly in an index. Past performance does not guarantee future results.

Figure 2.  Commodities offer similar returns to stocks and bonds, but are uncorrelated.

Sources: Credit Suisse Asset Management, LLC; Ibbotson; Bloomberg.

Asset classes are measured by:

US Stocks: Standard & Poor’s 500 Index, an unmanaged index of US companies with market capitalization in excess of $3 billion and generally representative of the US stock market. 

US Bonds: Ibbotson Intermediate-Term Government Bond Index, a one-bond portfolio with a maturity near 5 years. Commodities: S&P Goldman Sachs Commodities Index, a composite 
index of commodity sector returns, representing an unleveraged, long-only investment in commodity futures that is broadly diversified across the spectrum of commodities. International 
stocks: Morgan Stanley Capital International EAFE Index (tracks 21 country indexes in Europe, Australia and the Far East), a free float-adjusted market capitalization index. Indexes are 
unmanaged and assume reinvestment of dividends or interest. Investors cannot invest directly in an index. Past performance does not guarantee future results.

Divergence of returns – only three times did both indices have negative returns
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profits derived from a company. It is current global supply and 
demand for raw materials that is the main driver of commodity 
prices. As a result of these differences, the historical risk and 
return characteristics of commodities have displayed little or no 
relationship with those of most other financial assets.

Given the degree to which commodity values might move 
against the grain of the broader financial market, the addition of 
even a modest basket of this real asset to any traditional portfolio 
has historically offered stronger returns while helping to reduce 
its overall risk. If one had to identify the key benefit of 
commodities to the traditional investor it would be the way 
commodities have the potential to cushion risk from their 
exposure to stocks and bonds.

Commodities as an inflation hedge

Ultimately, investors focus on the real purchasing power of their 
returns, which means that the threat of inflation is always a 
concern. As a general rule, financial assets, such as stocks and 
bonds, have tended to go down in value when inflation rises. 
Real assets, like commodities, have behaved in an opposite way. 
With commodity prices linked to inflation’s key components – 
the cost of the raw goods themselves – commodity prices have 
usually risen along with increasing inflation. The opposite has 
historically also been true: deflation has typically had a negative 
impact on commodity prices.

The ultimate globalisation play

Commodity price volatility is often driven by worldwide supply 
and demand. Hence, commodities introduce what we believe is 
a valuable global element into portfolios. For example, the global 
forces of demand and supply can combine in constantly shifting 
proportions, disrupted by discrete and largely unpredictable 

geopolitical events, (including work stoppages, weather and 
war), thereby affecting the local production of commodities. By 
creating artificial or temporary supply shortages, these events 
hold the potential prospect of commodity price outperformance. 
And because the pricing and trading of most standard commodities 
is carried out in US dollars, a US dollar decline on the foreign 
exchange markets can cause a rise in the US dollar price of 
commodities, another potential driver of returns.

In 2003, China, with 20 per cent of the world’s population, 
imported around 20 per cent of the world’s copper production, 
33 per cent of its cotton and 12 per cent of its oil, yet its per 
capita GDP was only $5,000 compared to $37,800 in the US. 
India, which has 17 per cent of the world’s population and an 
even lower per capita GDP than China, is another driver of 
demand. As these and other emerging market countries continue 
on the road to industrialisation, urbanisation and increasing per 
capita income, their immense populations may help spur a long-
term, secular increase in demand for commodities in our view. 
Over time, there will probably be more people eating beef in 
Beijing and driving more cars in Calcutta. The world’s resources 
– copper, soybeans, gold, wheat – are by nature limited in 
supply. New production infrastructure can take years and 
significant outlay to develop; output is limited by available 
resources and governed by geopolitical and meteorological 
events. And in our modern economy, storage and supply chain 
enhancements have shortened the manufacturing pipeline and 
reduced the need for inventory, increasing the market’s sensitivity 
to supply interruptions or demand surges.

Long term outlook

As can be seen in the Figure 3 below, China and India alone 
represent nearly 40 per cent of the global population. 

Figure 3.  Industrialisation drives demand

Source: 2008 Population Reference Bureau as of mid 2008

Note: Latin America includes Mexico. Oceania includes Australia, New Zealand and the Pacific Islands.

Sources: BP Statistical Review of World Energy; US Census Bureau; Marc Faber Limited; United Nations; 2006 Population Reference Bureau as of mid 2006
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Buying inTo The CommodiTies Complex

A digestible piece of the action

Even prudent investors face formidable barriers to building a 
position in commodities. Buying commodities directly is 
impractical – very few of us can take delivery of several hundred 
head of cattle or store several thousand barrels of oil. Buying the 
stocks of commodity-producing companies, on the other hand, 
may actually limit commodity exposure, as these companies are 
rarely pure plays on the raw materials they produce. Moreover, 
such companies typically hedge their exposure to upward price 
movements in these materials, further reducing any relationship 
they may have to the prices of commodities.

Gaining commodity exposure can prove difficult

What are your investing options and the risks associated with 
each? See Table 1 below.

That leaves individual investors with few practical alternatives in 
our view. They can buy managed futures run by registered 
commodity trading advisors, either as a separate account or in a 

pooled fund. However, the active commodity management that 
this entails commands a hedge fund like premium. Fees for 
managed futures accounts range from 2 per cent or more of 
invested capital, plus upward of 20 per cent of any gains.

Buying the world’s production  
through a commodity index

We think a simpler approach might be a fund that seeks to track 
returns of a diversified index. The major commodity indices 
provide efficient price exposure to a cross section of the world’s 
principal raw and semi-finished goods. Of course, investors cannot 
invest directly in an index; however, a commodity index-based 
fund can seek to replicate the index’s performance. Funds, of 
course, impose management fees and other charges and expenses.

Two of the broadest and most liquid commodity indexes are the 
Dow Jones-AIG Commodity Index and the S&P Goldman 
Sachs Commodity Index. Individual commodity weights in the 
S&P GSCI reflect the weighted average world production of the 
last five years and the Index tracks 24 commodities.

Table 1.  Investing options and challenges

 Options Challenges

1. Purchase physical commodity 1. High storage and transportation costs, perishable

2. Invest in stock of commodity producing company 2. Performance of company may differ from commodity they produce

3. Invest in real asset partnerships 3. Subject to return from specific assets that may or may not achieve  
   return expectations

4. Investor enters into a principal transaction with broker/dealer 4. Fees to initiate and terminate transactions can be substantial,   
   embedded market impact costs, counterparty risk

5. Investor could purchase index futures or a basket of underlying  5. Requires high skill level and infrastructure. Bid/ask spreads,   
 commodities futures contracts according to the weights in   commissions and market impact costs must be managed 
 the chosen index

Figure 4.  Commodity exposures – index choices.  We can replicate the DJ-AIG and S&P GSCI indices
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Diversification squared: the key index advantage

A primary objective of investing in an index composed of many 
commodities is diversification. Individual commodities are 
subject to their unique supply and demand trends and resulting 
price changes, and correlation among the returns of individual 
commodities has historically been low. For example, the factors 
driving the expected future price of livestock (such as the cost 
of feed or the popularity of low carb diets) are different from 
those driving the expected future price of heating oil (such as 
current storage levels or anticipated winter temperatures). And 
because of the unique alchemy of diversification achieved by 
combining assets with such different characteristics, the overall 
volatility of a diversified index has historically been lower than 
its individual components.

The benefits are mutual: so is the ease

Tracking an index also provides all of the virtues that index 
funds are known for: a clear benchmark, deep pools of liquidity, 
daily price transparency and low management costs. Investors 
in a fund that shadows such an index do not own the underlying 
physical commodities – there is no storage or transport expense 
– and their exposure is designed to be limited to changes in the 
expected future price of the commodities in aggregate. A 
commodity indexed fund may offer the simplest and most 
efficient way for individual investors to gain direct price 
exposure to a cross-section of the principal raw and semi-
finished goods used by the world’s producers and consumers. 
Investors should carefully review a fund’s product disclosure 
statement before investing.

mArkeT updATe
Increased volatility in commodities,  
equities and currencies in 2008

2008 was marked by a strong first half but weak second half and the 
S&P GSCI TR Index rose 41.42 per cent through 30 June 2008, 
but then fell 62.16 per cent during the remainder of the year to 
finish down 46.49 per cent for the full year. The US dollar had an 
opposite move, falling the first half and rising the second half of 
2008. As world GDP forecasts and consumption fell in late 2008, 
commodity prices followed. We believe the commodity outlook to 
be positive at current low price levels. Overall, the credit crisis is 
making capital more expensive for companies to fund projects for 
energy and industrial metals production and there is the potential 
for liquidity injections into the global financial system to eventually 
result in inflation. Current low prices do not provide significant 
incentives for companies to invest in production, potentially 
reducing future supplies. Additionally, it could be expected that 
global government infrastructure spending to strengthen the world 
economy may be resource-intensive.

ConClusion

Building a more complete portfolio

With the recent events in financial markets, many investors might 
now be seeking alternative sources of potential return. Unlike stocks 
and bonds, commodity markets are generally driven by near term 
supply-demand dynamics and demonstrate low correlations to 
traditional financial assets. Also, as real economic assets, commodities 
may provide an attractive inflation hedge. And with demand of 
bulk goods from developing countries, we think the investment 
appeal of commodities should continue to rise dramatically.

More importantly, commodities can increase a portfolio’s 
diversification, potentially reducing risk and improving overall 
returns. Furthermore, these benefits have historically tended to 
increase with the length of the holding. While not suitable for 
every investor, we believe commodities may provide some of 
the best portfolio-completing qualities of any asset class, and 
should be considered as a key element in an optimal, long-term 
asset allocation strategy. l

Figure 5.  Increased volatility in commodities, equities and currencies in 2008

The Australian Journal of Financial planning issn 1833-1106. Copyright © 2008 rainmaker information pty. ltd. 
ABn 86 095 610 996. All rights reserved. This work is copyright. Apart from any use as permitted under the Copyright 
Act 1968 of the Commonwealth of Australia, no part of this journal may be resold, reproduced, stored in a retrieval 
system or transmitted in any form or by any means electronic, mechanical, photocopying, recording or otherwise, 
without the prior written permission of the publisher. rainmaker information pty. ltd. gives no warranty other than 
any warranty that may be implied pursuant to the Trade practices Act 1974 that the information in this report is 
correct or complete. rainmaker information pty. ltd. shall not be liable for any loss or damage howsoever caused 
due to negligence arising from the use of this report. The views and opinions expressed in this journal are provided 
for information purposes only and should not be taken as constituting advice. persons concerned with the issues 
raised in this journal should seek their own professional advice. no responsibility is accepted by the publishers, its 
employees, agents or associates for the accuracy of the information contained in this journal. The opinions 
expressed in this journal do not neccessarily represent the views of the publisher.


