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The third of several articles on the topic. 

NEW YORK (HedgeWorld.com)—To the extent that the commodity boom of recent years is due to exploding demand from China and India, a slowdown in these countries' growth is expected to put a damper on prices.
TD  
That reasoning suggests that the time may not be propitious for introducing commodities into one's portfolio. But then there are other factors to consider. For one thing, neither hedge funds nor commodity trading advisers typically deal in commodities as such—they deal in futures contracts.
Over the years, there has been a large difference in returns from commodity futures vs. spot commodities, as shown in a recent study by Gary Gorton of the University of Pennsylvania and K. Geert Rouwenhorst from Yale School of Management.
They estimate, for the period from 1959 to 2004, that the risk premium for commodity futures was equal in size to the historical premium on equity, while the volatility of a diversified investment in commodity futures was slightlylower than the that of stocks. Moreover, commodity futures had less downside risk.
Timing 

In addition, there is some evidence that actively managing commodity futures may enhance returns. Rian Akey of Cole Partners, Chicago, compared an index of all known commodity traders with passive indexes. Commodity traders in the aggregate produced risk-adjusted returns greater than or equal to those of the indexes.
Research by Claude Erb of Trust Company of the West, Los Angeles, and Campbell Harvey of Duke University yielded a similar result: Tactical trading strategies provided higher average returns than long-only commodity futures. These authors point to the large effect of weighing schemes: An equal-weighted portfolio had approximately zero excess return over the past 25 years.
Timing is everything when one invests in a commodity index, write Hilary Till and Joseph Eagleeye, portfolio managers at Premia Capital Management LLC, Chicago. InFutures magazine articles, they explain their view of how to determine when to invest in a commodity index, using the term structure of the futures curve. It is a good time to buy when near-month contracts are at a premium to more distant contracts—a situation, technically known as backwardation, that indicates scarcity.
Among individual commodities, some oil contracts recently exhibited this pattern, but agricultural commodities show no sign of it, suggesting that there is no scarcity. Indeed, soybeans have been going down—even Asian demand is dwarfed by burgeoning supply. But there is wide variation among different commodities.
Sweet Tooth 

New York Board of Trade president and chief executive Harry Falk said the commodities trading on NYBOT do not show physical tightness, which is what makes for a premium on near-month contracts. But in sugar, for instance, the surplus that developed in the mid-1990s is disappearing.
A slowdown in China may weaken demand for metals related to industrial growth, but the consumption of certain food items such as sugar increases with income and becomes a diet staple largely immune to cutbacks. "People get a sweet tooth," Mr. Falk said.
Individual commodity futures, for those willing to roll with the volatility, offer large movements to trade on. NYBOT sugar and coffee contracts were both up 59% in 2004. Cotton was down 40%, and short positions in the contract for it increased substantially.
As far as futures indexes are concerned, a possible slowdown in demand from China and India is overemphasized, said Rob Leary, managing director at AIG Financial Products in Wilton, Conn. In line with research findings, he said that while there may be a dramatic effect on physical commodities in the short term, a slowdown in Asia would have not necessarily have the same effect on futures contracts over the long run.
One vivid example of this difference: From 1983 to 1993 spot crude oil prices declined at an annual rate of about 5%, but during the same time futures contracts on crude appreciated at annual rate of almost 10%.
The next article will look at what some institutions are doing in the commodities sphere. 

Previous articles:Indexes for the Volatility Shy 

Is This Another Good Year? 

CKurdas@HedgeWorld.com 

IN  
i831: Financial Investments| iinv: Investing/Securities 

NS  
m14: Commodity Markets| m15: Derivative Securities| mcat: Commodity/Financial Market News 

RE  
usa: United States| namz: North American Countries 

PUB HedgeWorld USA 

