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The Commodities Con
“There is a very easy way to return from a casino with a small fortune: go
there with a large one.”
Jack Yelton

I promise you – no mention of Greece in this month’s letter. Over the past
few months, I have been eating it, drinking it and sleeping it to the point
where I need a break.
Instead I will focus on another issue close to my heart – commodities. In
last month’s Absolute Return Letter I raised a yellow flag concerning the
short term outlook for commodities1. Quite a few readers asked me to
elaborate on that, which is precisely what I am going to do. In the
following, my assessment will be based on the following three observations:
1. Financial demand is growing much faster than industrial demand;
2. The Chinese have aggressively stockpiled over the past 12-15 months;
3. Most investors do not understand the complex nature of commodity
investments.
Rising demand

Let’s begin with the rapidly rising demand for commodities from financial
investors. Their allocation to commodities has grown dramatically in recent
years – to the point where commodities have become a mainstream asset
class. According to Barclays Capital, total commodity linked assets under
management grew 36% last year to $257 billion, with ETP2 programmes
growing even faster (+48% to $92 billion).
Chart 1: Worldwide Commodity Assets under Management
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Source: Barclay’s Capital, Financial Times
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There is no denying that the long term outlook for commodities continues to be bullish,
mainly driven by the strong growth in emerging market economies.
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ETPs (exchange traded products), ETFs (exchange traded funds), ETNs (exchange traded
notes) and ETCs (exchange traded commodities) are essentially one and the same thing
and the terms will be used interchangeably in this letter.

Authorised and Regulated in the United Kingdom by the Financial Services Authority.
Registered in England, Partnership Number OC303480, 16 Water Lane, Richmond, TW9 1TJ, United Kingdom

Investors typically allocate to commodities in order to:
(i)
(ii)
(iii)

further their portfolio diversification;
generate absolute (presumably uncorrelated) returns; or
benefit from the growth of emerging economies – first and
foremost China.

Chart 2: Why Invest in Commodities?

Source: Barclays Capital

Again, according to Barclay’s research, investors have an affinity for ETPs.
Only a few years ago, commodity linked ETPs were a rare phenomenon;
however, in recent years it has grown to become the product of choice for
many commodity investors (see chart 3). Not a smart choice. Here is why.
Chart 3: The Choice of Product

Source: Barclays Capital

Beware if you are the market

Many commodity markets are surprisingly small and index linked products
such as ETPs have become a larger and larger proportion of the market. As
a result, commodities have increasingly become financial rather than real
assets – a fact which is still lost by many investors (as I learned many
moons ago, if you are the market, you are in trouble!). Chart 4 below
illustrates the ratio between physical and financial futures contracts in the
crude oil markets. Over the past 15 years, financial futures have grown from
2 times the size of physical markets to almost 12 times the size.
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Chart 4: Financial vs. Physical Oil Markets

Source: Masters Capital Management

If you question the effect financial investors have had on oil prices, I
suggest you take a look at chart 5 below which depicts the WTI oil price
against total assets under management in passive commodity linked
strategies. Although I am very much aware of the dangers of confusing
correlation with causation, it is hard not to conclude that financial demand
has at least played some role in the run-up of oil prices in recent years.
Chart 5: Passive Commodity Index Investments (USD billion)

Source: Masters Capital Management
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And it is not only energy related products which have been in strong
demand from the financial community. The commodities team at Royal
Bank of Scotland have found that export driven demand for both
agricultural, mining and energy related commodities is dwarfed by the
financial demand for those same commodities (see chart 6).
Chart 6: Percentage change of volume of exports vs. notional value of
OTC commodity linked derivatives outstanding, 1998-2008

Source: Royal Bank of Scotland

China’s master plan

Furthermore, because commodity markets are tiny compared to the size of
financial markets, prices are easily distorted. In this respect, it is worth
paying particular attention to the behaviour of the largest nation on earth –
China. The bull market in commodities is intimately linked to the growth
story of China; hence commodity investors are well advised to listen to the
signs of policy change emanating from the political leadership in China.
And there can be no doubt that there is, at present, a desire to cool down
things a notch or two. Only in the last few days, China has (for the third
time this year) increased the reserve requirement ratio for Chinese banks.
Deutsche Bank now expects growth in Chinese infrastructure spending to
be slashed from 120% last year (!) to just 5-10% this year. Industrial metals
such as lead, zinc, copper and nickel are particularly sensitive to such
investments.
It is broadly accepted that China stockpiled commodities en masse last
year, although reliable data is notoriously difficult to get your hands on.
One good source is Royal Bank of Scotland who has thoroughly researched
the commodities space. They have found a ferocious appetite for industrial
metals from Chinese buyers throughout 2009 (see chart 7).
Chart 7: The Chinese stockpiling of industrial metals (thousand tons)

Source: Royal Bank of Scotland
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So what is China up to? If spending programmes are to be slashed this year,
growing infrastructure spending hardly seems the most likely explanation
behind the buying spree. Maybe the Chinese just happen to be bullish on
commodities longer term and want to secure supplies. Or perhaps China is
driven by the seemingly imprudent behaviour by Washington. After all,
China sits on the largest foreign currency reserves in the world – about
$2.4 trillion, $878 billion of which are held in US treasuries3. Perhaps
China suspects that Washington may be only too happy to engineer a covert
default on its debt by allowing the continued print of money? Chinese Head
of State Wen Jiabao actually alluded to this last spring when he stated:
“We have lent a huge amount of money to the United States, so of course
we are concerned about the safety of our assets.”4
By stock piling commodities on a large scale, Beijing is effectively placing
their excess dollars in hard assets rather than buying the more dubious
paper assets, also known as US treasuries. And, as China continues to
outgrow the rest of the world, they would have had to buy those
commodities anyway, so the strategy makes plenty of sense.
Or could the stockpiling be a reaction to the increasingly hostile American
stance on China, as far as the bilateral trade situation is concerned? By
stockpiling commodities China has effectively turned its large trade surplus
into a deficit, making it much harder for Washington to argue that Beijing
should allow its currency to appreciate in value. Whether it is one or the
other explanation, it looks like Beijing has very much outsmarted
Washington with these manoeuvres.
The obvious challenge facing commodity investors is that with Beijing
attempting to engineer a slowdown of the Chinese economy and with much
of its commodity buying already behind it, is it really a good idea to pile in
at current levels? As already alluded to earlier in this letter, there is no
denying that the long term outlook for commodities continues to be
bullish; however, things do look a little bit too perky for my taste in the
short term.
Ever heard of contango?

The third and final reason for advocating a more cautious stance on
commodities – at least in the near term – has to do with the complexity of
commodity linked products, little of which is understood by the majority of
investors. Take a look at chart 8 below which illustrates the spot price on
oil as measured by West Texas Intermediate (WTI) against one of the
largest oil ETFs called United States Oil Fund (ticker symbol: USO).
The ETF has underperformed the benchmark WTI spot price – against
which it is pegged – by a whopping 68% since January 2009! Investors
have been conned into believing that if they invest in USO, they effectively
buy the WTI oil price. In reality they buy an ETF which is so far off the
mark that it is almost criminal. And USO is by no means the only ETF
which has consistently underperformed, although it is probably one of the
worst of its kind. Nobody cared to explain to hopeful investors about a
subtlety called contango. Here is what you need to know in order not to fall
into the trap:
Investing in the spot market is not a viable solution for most commodity
investors; hence most of us invest in commodities through futures. The
market can either be in backwardation or in contango. When a market is in
backwardation, the future is priced lower than the spot price. When you
roll your futures position you will benefit from what is called a positive roll
yield. Backwardation is often (but not always) linked to low inventories
when immediate delivery comes at a premium.
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Source: http://www.ustreas.gov/tic/mfh.txt
Wall Street Journal, 13th March 2009
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Chart 8: WTI Oil Price versus United States Oil Fund (Jan 09 - Apr 10)
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On the other hand, when the future is priced higher than the spot price, the
market is said to be in contango and the roll yield is negative. Herein lies
the problem5. Most commodities are in contango more often than not,
effectively costing investors the spread between the nearby future and the
more distant future every time the position is rolled. Oil has been in
contango pretty much constantly since 2005 (with a brief interruption in
late 2007 - early 2008) with the contango being exceptionally steep in
2009, most likely a function of the global recession where oil was not in
short supply.
Not only do you suffer from a negative roll yield every time the market is in
contango but, as a passive investor, you are a sitting duck for more active
investors keen to take you out. It is simply too easy for professional traders
to jump in front of these large passively managed funds every time they
need to roll their positions. Many ETPs have clearly defined – and publicly
stated – trading patterns which are only too easy to take advantage of.
Obviously, the theoretical solution to the problem is to invest in the spot
market rather than the futures market; however, this is not easily
accomplished in most commodity markets. If you buy spot, you need to be
prepared to store the physical commodity. This is relatively easy when it
comes to non-perishable commodities such as metals but industrial metals
would require storage space beyond what most investors have access to.
Therefore, typically, only precious metals are traded spot, whereas most
other commodities are bought in the futures markets.
Many ETF sponsors are aware of the problem and have taken various
initiatives to address it, for example by making trading patterns more
opaque by spreading out the rollover trades. However, based on the
performance of many commodity ETFs, such initiatives have only been
partly successful (please note: this is not a problem for ETFs operating in
spot markets such as stock index linked ETFs).
Gold is not without problems

I have not yet mentioned gold. Most gold ETFs have performed pretty
much in line with the underlying price of gold, probably because gold ETF
sponsors use the spot market rather than the futures market; hence they
are not subject to the negative roll yield. However, this raises another set of
questions the most important of which is: How certain can you be that your
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For a more detailed discussion of this problem, I suggest you read this link.
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money has actually been placed in physical gold and that this gold is stored
in a vault somewhere to support your investment at all times?
Most financial investors buy gold either as an inflation hedge or a disaster
hedge. Over time, gold has not been the stellar inflation hedge that most
investors seem to think it is, but it has worked quite well as a disaster
hedge. In Q4 of 2008, it was one of very few asset classes posting gains. By
no stretch of the imagination am I a gold bug, but I can see the rationale for
owning gold given the path we are on at present with Greece (sorry,
promised not to mention that word!) potentially being the precursor for
what is to come in many other countries. If that were to happen, gold would
almost certainly be the best performing asset class which you can buy in
size.
I just wish it were that simple because, in a world where we face
unprecedented and systemic problems, the risk we face will not only be
sovereign risk but counterparty risk at all levels. In that sort of
environment there is no guarantee that the ETF sponsor will in fact be
around to honour its obligations to you when you most need it. Some gold
ETFs are based on synthetic trades (i.e. no physical gold stored); other
ETFs do not issue actual guarantees that there is always physical gold to
support the ETF exposure one-for-one. Therefore, if you choose to buy gold
through ETFs, it is effectively like depositing money in a bank where the
rate of interest is equal to the move in the price of gold. It is a financial
asset; not a physical asset. If you have bought gold as a disaster hedge, you
may want to think twice about getting your gold exposure this way.
Conclusion

So where does that leave us? It is my conviction that commodity prices
have at least partly been driven not by fundamental demand but by
demand from financial investors eager to diversify their equity risk and
attracted to the seemingly high probability of generating uncorrelated
returns. Little do these investors seem to understand that because they now
are the market, the promised land of uncorrelated returns is little more
than wishful thinking.
Chart 9: Chinese Stock Market Leads the CRB Index by 4 Months

Source: Gluskin Sheff

David Rosenberg at Gluskin Sheff recently produced a fascinating chart
(see chart 9), suggesting that there is indeed a strong link between Chinese
stock market prices and commodity prices. The Shanghai index leads the
CRB commodity index by four months with a 72% correlation (80% with oil
prices). Oil, in particular, seems to have become a financial asset and will
hence correlate with other financial assets. Supply and demand for oil (the
commodity) has become a secondary factor in determining oil prices;
7

supply and demand for the financial asset named oil hold the key to future
performance.
Furthermore, as hordes of increasingly disenchanted investors, who
thought that ETFs and other index products offered an easy solution to
commodity investing, want out of these products, commodity prices could
come under substantial pressure, at least temporarily. Again, let me
emphasize that this view does not alter my belief that long term, many
commodities are likely to do very well as emerging economies require ever
rising amounts of oil, copper, nickel, wheat, etc. etc.
So what do you do if you want exposure to commodities? With the
exception of precious metals, investing in commodities through the spot
market is not a viable option. That leaves you with three options:
(i)

Invest only in commodities when they are in backwardation (not
recommended as it may keep you out of the market for long periods
of time);

(ii)

Treat ETPs as short term trading instruments, not long-term
holdings, which will eliminate much of the problem associated with
contango (may be an appropriate strategy for some investors
although it has its limitations); or

(iii)

Invest through active managers who can handle this highly complex
problem on your behalf.

I am a great believer in using active managers in the commodity space, as
the unique set of challenges confronting commodity investors requires
expertise that most of us don’t possess. We run an interesting strategy
which offers an alternative way to get commodity exposure without the
tracking error of ETFs. Moreover, the strategy is based on relative value, so
it can make a profit whether prices go up or down. If you would like to hear
more, give us a bell or email us (details on the last page of this letter).
Niels C. Jensen
© 2002-2010 Absolute Return Partners LLP. All rights reserved.

This material has been prepared by Absolute Return Partners LLP ("ARP"). ARP is
authorised and regulated by the Financial Services Authority. It is provided for
information purposes, is intended for your use only and does not constitute an
invitation or offer to subscribe for or purchase any of the products or services
mentioned. The information provided is not intended to provide a sufficient basis
on which to make an investment decision. Information and opinions presented in
this material have been obtained or derived from sources believed by ARP to be
reliable, but ARP makes no representation as to their accuracy or completeness.
ARP accepts no liability for any loss arising from the use of this material. The
results referred to in this document are not a guide to the future performance of
ARP. The value of investments can go down as well as up and the implementation
of the approach described does not guarantee positive performance. Any
reference to potential asset allocation and potential returns do not represent and
should not be interpreted as projections.
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Absolute Return Partners
Absolute Return Partners LLP is a London based private partnership. We provide
independent asset management and investment advisory services globally to
institutional as well as private investors, charities, foundations and trusts.
We are a company with a simple mission – delivering superior risk-adjusted returns
to our clients. We believe that we can achieve this through a disciplined risk
management approach and an investment process based on our open architecture
platform.
Our focus is strictly on absolute returns. We use a diversified range of both
traditional and alternative asset classes when creating portfolios for our clients.
We have eliminated all conflicts of interest with our transparent business model
and we offer flexible solutions, tailored to match specific needs.
We are authorised and regulated by the Financial Services Authority.
Visit www.arpllp.com to learn more about us.
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