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Executive Summary 
 

Commodities help diversify portfolios, provide new sources of return, and offer risk management benefits. 

Commodity prices are derived from a unique set of drivers. Stock market returns are largely driven by 

earnings, bond market returns by interest rates. Commodity prices are not a direct by-product of earnings or 

rates. Composed of agriculture (crops and livestock), metals (industrial and precious), and energy (natural gas, 

oil, and oil distillates), commodities provide exposure that is unattainable through traditional asset classes. 

Positive correlations of commodity prices to inflation 

and economic market cycles provide further 

opportunities for investors.  

 

The demographics and economic cycles of emerging 

markets are supportive of the long-term commodity 

investment as demand for limited resources will 

intensify. However, commodity prices are often volatile. 

As with stocks and bonds, investors may benefit from 

broad market exposure and periodic rebalancing within a 

strategic asset allocation framework.  

Past performance is not a guarantee or a reliable indicator of future results. This article contains the current opinions of the author but not necessarily those of 
the Pelagos Capital®. The author’s opinions are subject to change without notice. This article has been distributed for informational purposes only. Forecasts, 

estimates, and certain information contained herein are based upon proprietary research and should not be considered as investment advice or a recommendation of 

any particular security, strategy or investment product. Information contained herein has been obtained from sources believed to be reliable, but not guaranteed. No 
part of this article may be reproduced in any form, or referred to in any other publication, without express written permission of Pelagos Capital. Please refer to 

disclosure on page 8. 

Adding commodities to a traditional portfolio 

of stocks and bonds may help manage risk 

and boost overall portfolio performance 

Features of Commodities 

 
 Finite supply in a global marketplace dependent 

upon exploration, production, and trade  

 Macroeconomic and microeconomic drivers  

 Historic correlation to inflation and market cycles 

 Geopolitically sensitive 

Benefits of Commodities 
 

 Diversified exposure 

 Expanding global markets 

 Opportunities for tactical and strategic investment 

 Access through regulated exchanges  

 Ability to increase returns and lower portfolio 

volatility  

Ten-Year Benchmark Performance of 

$10,000 Investment 

Source: Bloomberg, Pelagos Capital, based on quarterly rebalancing 

of Standard & Poor’s 500 Index (S&P 500), Barclays Aggregate 

Bond Index (BCAg), and DJ-UBS Commodity Index (DJ-UBSCI) 
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The Commodities Market 
 

 

Commodities have been traded since the beginning of civilization. In Old World barter economies, 

commodities substituted for money. Eventually currencies and markets developed, facilitating trade 

around the globe. It was not until the 1990s, when the modern-day commodities market was born, 

that mechanisms evolved to mitigate the risks of weather, geopolitics, surpluses, shortages, and price 

volatility in a highly effective manner. 

 

With the exception of certain precious metals, gold in particular, physical commodities are rarely 

owned by individuals; the costs and logistics of procurement, storage, preservation, and resale are 

too prohibitive. The primary method of exposure to commodities is through standardized futures 

contracts. Contracts oblige delivery or receipt of a specific amount of a certain grade of commodity 

on a predetermined date.  

 

Producers or consumers of certain commodities may use futures contracts to lock in prices. For 

instance, if a farmer anticipates that there may be a glut in the market, he may sell his crops before 

the harvest is in, securing today’s higher price. Conversely, a rancher may purchase a futures contract 

to guarantee the current price of feed for his livestock. Both consumers and producers benefit from 

being able to hedge their investments and plan with fixed, instead of variable, costs. 

 

Producers and consumers are active in the commodity markets, but there are other investors who 

provide liquidity to the markets. Some buy futures for long-term investments, while others trade 

intraday on expectations of price movement. Others enter the market at what they consider to be the 

peak or trough, and wait for prices to change momentum. The remainder employ a mixture of tactics 

to take advantage of market dynamics based on their macro- and microeconomic expectations.  

 

The most-liquid commodity futures contracts trade on the major exchanges, like the New York 

Mercantile Exchange, Chicago Board of Trade, London Metals Exchange, Tokyo Commodity 

Exchange, and China’s Dalian Commodity Exchange. In the United States, all futures transactions  

are regulated by the Commodity Futures Trading Commission (CFTC); in the United Kingdom, by 

the Financial Services Authority; and in Asia, by Japan’s Financial Services Agency and China’s 

Securities Regulatory Commission, among others.  

 

Crude oil and its distillates, natural gas, wheat, corn, and soybeans are the most frequently traded 

commodities. Each market has its own drivers, offering traders a diverse array of investment 

opportunities. 

Energy Agriculture Livestock Industrial Metals Precious Metals 
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Major Exchange-Traded Commodities 

Source: Pelagos Capital 
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Comprehensive Diversification 

 
Numerous commodity indexes have been created to track the space. One of the most 

widely used is the Dow Jones-UBS Commodity Index (DJ-UBSCI), which weights 

commodities based on their economic significance and liquidity, with no single sector 

representing more than 33% of the Index at rebalancing, and no single commodity 

representing less than 2%. The Index consists of exchange-traded commodity futures 

across the energy, agriculture, livestock, and precious and industrial metals sectors. 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

Coffee from Costa Rica, oil from Saudi Arabia, and gold from South Africa trade very 

differently and are subject to unique market forces. Broad geographical diversity 

provides some level of investment protection, as does the varied nature of the asset 

class’ industries. 

 

At certain times, when investors are nervous and markets are jumping, commodities 

demonstrate a relationship to other volatile asset classes, especially equities. In the short 

term, money flowing in and out of the “risk-trade” may mask the diversification benefit 

of commodities. But with prudent diversification across commodity sectors and 

occasional portfolio rebalancing, in the long run, commodities may help manage risks 

and improve overall performance, despite the asset class’ inherent volatility. 

 

 
 

 

Dow Jones-UBS Commodity Index Weights 

Source: Dow Jones, as of June 30, 2011 
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Ten-Year Correlations through June 2011 

Source: Bloomberg, Pelagos Capital, based on monthly total returns of S&P 500, Morgan Stanley 

Capital International Europe Australasia Far East Index (MSCI EAFE) net, BCAg, and DJ-UBSCI  
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Global Growth 

 
Despite the global recession, demand for commodities has remained strong. Prices for 

oil, gold, and some food are at or near all-time highs.  

 

Population growth and urbanization have a lot to do with it. According to the United 

Nations (UN), world population is expected to increase from about 7 billion today to 

almost 9 billion by 2050.  

 India is projected to add 

over a half-billion people 

to the planet, growing by 

over 50% and surpassing 

China as the most 

populous nation on Earth. 

Expanding from a half a 

billion in 1950 to 1.3 

billion in 2000, China 

recognized such growth 

rates were unsustainable. 

Despite measures to 

control population, China 

should expect an 

additional 120 million 

people by 2050.  

 

Demand for food and energy will increase as populations explode. Infrastructure 

development will likely place pressure on the metals market as well, as water, 

communications, and transportation systems develop across the emerging markets. 

 

These enormous nations’  

market impact is already 

evident, especially in 

China where oil 

consumption doubled 

over the last 15 years. 

With robust appetites, 

stockpiling behavior, and 

economic structural 

issues, China and the rest 

of the developing 

economies have potential 

to disrupt markets. While 

weather, geopolitical 

risks, and bourgeoning 

demand will make for 

price volatility, these and other nuances of the commodities market present 

opportunities for the savvy investor. 

 

Population Estimates (million) 

China and US Oil Demand (mb/d) 

Source: US Department of Energy, Bloomberg 

Source: United Nations 
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Inflation Hedge 

 
Investors have long used commodities to hedge inflation. Commodities are more highly 

correlated to inflation than the other major asset classes, as can be seen in the chart below.  

 

 

 

 

 

 

 

 

 

Inflation, as measured by the Consumer Price Index (CPI), is near historic lows. See graph 

below. We can expect price pressures in the future, especially as more of the developing world 

comes online. Energy and food costs are significant drivers of inflation; as their prices rise, so  

 

 

 

 

 

 

 

 

 

 

 

does inflation. By holding a diversified basket of commodities, investors have a good chance 

of preserving their purchasing power. While cash and bonds may be worth less, commodity 

investments’ will likely better maintain their value. 

 

Just as commodity prices have demonstrated stronger relationships with unanticipated global 

and domestic inflation spikes than stocks or bonds, commodities are highly sensitive to 

geopolitical and weather-related disturbances. Despite this, a portfolio that includes 

commodities may prove to be more comprehensively diversified than one that does not. 

Correlation to Inflation 

Inflation  

Source: Bloomberg, Pelagos Capital, based on month-over-month 

percentage change of US Consumer Price Index (CPI) and DJ-UBSCI, 

S&P 500, and BCAg total returns 

Source: Bureau of Labor Statistics, year-over-year percentage change of US CPI 
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Building an Efficient Portfolio 

 
By adding commodities to a traditional portfolio of stocks and bonds, investors can help 

manage risk and generate outperformance. However, the asset class beckons for 

professional management as it has unique market dynamics. 

 

Concentration in any given commodity or commodity sector has the potential to distort 

portfolio returns, much akin to stocks. Exposure to a diversified basket of commodities 

across sectors is the preferred method of filling a commodity allocation. Broad exposure 

may provide new sources of return and help dampen the volatility of the asset class.  

 

Had investors over the last ten years allocated just 10% of their portfolio to the well-

diversified DJ-UBSCI, they would have added 0.4% to their performance with a 

minimal uptick in volatility (rebalancing quarterly). The DJ-UBSCI ten-year annualized 

total return through June 2011 was 6.6%, versus 2.7% for stocks (S&P 500 Index) and 

5.7% for bonds (Barclays Aggregate Bond Index), with monthly return correlations of 

0.4 to equities and 0.0 to fixed income. As is illustrated in the chart below, the ten-year 

annualized return of a portfolio with a 50% stocks and 50% bonds mix through 2010 

was 4.7%, with an annualized volatility (standard deviation of monthly percent change) 

of 7.9%. Including a 10% allocation to the DJ-UBSCI and maintaining an equal 

allocation to stocks and bonds increased return to 5.1%, with a negligible increase in 

volatility, to 8.0%.  

 

Paradoxically, commodities are volatile in isolation, yet when added to a portfolio they 

may enhance portfolio returns with only a modest increase in overall portfolio volatility. 

Allocating to commodities therefore has strategic advantages.  

 

Not surprisingly, demand for commodity investment vehicles has been on the ascent. 

While institutional and high-net-worth investors have included commodities in their 

portfolios for some time, many investors are just now gaining access to the market and 

its potential portfolio benefits. 

Annualized Risk/Return of Various Portfolios 

For Ten Years through June 2011 

Source: Bloomberg, Pelagos Capital, based on quarterly rebalancing of S&P 500), BCAg, and DJ-UBSCI) total 

returns, standard deviation of monthly percent changes used to calculate risk 
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Conclusion 

 
Commodities provide portfolio ballast. Incorporating many industries and trading all 

over the world, the asset class is broadly diversified.  

 

Inflation-hedging and primed for growth, commodities offer benefits not available 

through stocks and bonds alone. With their strong correlation to inflation, commodity 

prices may rise as inflation rebounds from historic lows. Increased demand from the 

recovering developed economies and newly emerging economies will likely provide a 

strong fundamental backdrop for the asset class for years to come. 

 

Investors who are in-the-know are increasingly allocating a percentage of their portfolio 

to comprehensive commodity market exposure. Even a small, yet meaningful, allocation 

to commodities may help preserve capital, manage risk, and generate outperformance.  
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