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Smarter Commodity Plays

Sure, they're volatile, but there are ways to minimize the risks. Here are a few options for hedging your bets on the commodities market 

by David Bogoslaw 
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With oil prices hovering around $100 and precious metals prices hitting all-time highs, investor interest in commodities has been reignited. Worries that the U.S. economy is sinking into a recession, however, have economists trying to decide whether strength in commodities is a boom with long-term potential or another bubble destined to burst. A recession would likely reduce consumer demand for energy, metals, and agricultural products—giving naysayers a reason to stay away from these volatile investments. 

On the other hand, some pros believe commodities prices still have plenty of room to climb. Their strength is pushing inflation rates up, as measured by the latest spikes in the consumer price index, or CPI, and the producer price index, or PPI (BusinessWeek.com, 2/26/08). In turn, advisers recommend investing in commodities as a hedge against inflation. 

S&P's Diversified Trends Indicator

However, the key premise for investing in commodities in recent years is that they add diversity to a portfolio because of their relatively low correlation to stocks and bonds. With major equity indexes down more than 10% from the highs reached just four months ago and Treasury yields under pressure from multiple Fed rate cuts, investors are more eager than ever to put their money into commodities. 

Depending on your risk tolerance and return targets, financial advisers recommend allocating 3% to 10% of your portfolio to commodities. Most vehicles for individual investors are designed to bet only on higher prices. However, funds that track the Standard & Poor's Diversified Trends Indicator (DTI) use a market-timing strategy that either go long in or short particular areas, such as agriculture or metals, within the commodities world. These funds essentially let you place bets on when certain commodity prices will rise and fall. (Standard & Poor's, like BusinessWeek, is owned by The McGraw-Hill Companies (MHP).) 

Half of the DTI is allocated to commodities futures and the other half to financial products such as U.S. Treasury bonds and notes and foreign currencies. The index can take a short position on any commodity except those in the energy sector. 

While some financial advisers eschew short bets on commodity futures because of their high volatility, risk in the DTI is controlled through diversification and the weights of each of the components compared with the index as a whole, explains Victor Sperandeo, who created the DTI in 1999. Another factor limiting risk is that, unlike most commodity futures contracts, the DTI doesn't use leverage, so even if a bet goes bad, the loss would be limited to the size of the individual commodity's weight in the index. "When you use a noncorrelated asset like the DTI, you actually do not increase your risk. You literally lower your risk," Sperandeo says. 

Since 2001, when S&P began to publish the DTI on its Web site, the index has delivered a 6% annualized compounded rate of return. Over the past seven months, as the volatility in stocks and bonds has soared, the DTI has risen 12% to 13%. 

The Rydex Fund

Currently, the Rydex Managed Futures Strategy Fund (RYMFX) is the only way for individuals to invest in the S&P DTI. This mutual fund invests in structured notes whose prices are tied to the DTI, rather than actual commodities futures. Rydex contracts with major investment banks such as Goldman Sachs (GS) and JPMorgan Chase (JPM) to create these structured notes. Restrictions on the amount of income mutual funds are permitted to earn from futures contracts under the guidelines of the Investment Company Act of 1940 require that mutual funds derive their income streams in other ways, such as index-linked notes, says Edward Egilinsky, managing director of alternative investments at Rydex.
"Managed futures historically have shown the ability to provide positive returns during bear markets in equities and fixed income," Egilinsky says. He notes that historically, the S&P DTI has shown more conservative risk/return characteristics than other managed futures benchmarks such as the Barclay CTA Index, as well as commodity indexes, which bet only on rising commodity prices. "As a result, you're not going to have as many peaks and valleys" in returns in the Rydex fund, he says. 

The Rydex fund had $365 million in assets under management as of Feb. 22, having grown more than $100 million since its launch in March, 2007. Most of that growth has been new inflows of money, and the fund has generated an 11% return since last March, much of it in the last three months of 2007. 

Jerry Miccolis, a financial planner at Brinton Eaton Wealth Advisors in Morristown, N.J., began to add the Rydex fund to clients' portfolios at the end of 2007 after seeing how much stability it brought to his returns in forward-projected models. He says he likes that the underlying index is betting commodities will remain volatile instead of betting on any one direction in futures prices. 

One downside is the Rydex fund's "pretty hefty" fees, says Miccolis. It carries not only a 1.65% expense ratio but an additional 2% in execution fees paid to the investment banks for creating the structured notes. "When we did our modeling, we knocked the anticipated return way down because of that and our model still liked [the fund's] contribution to the portfolio," he says. "We're hoping that whether through competition or volume or better negotiating of fees with the bond providers that those fees will come down." 

PowerShares DB Commodity Index Tracking Fund

One of the only commodities-based exchange-traded fund that exists currently is the PowerShares DB Commodity Index Tracking Fund (DBC), which Deutsche Bank (DB) launched in February, 2006, and which currently has over $2 billion in assets. Traded like a stock on the American Stock Exchange, the fund buys U.S. Treasury bills and posts them as collateral when buying commodity futures contracts. 

The fund has a 55% base allocation to energy, which some financial planners say is too high. Kevin Rich, CEO of DB Commodity Services, defends the large allocation to energy, citing dependence on energy across the commodities spectrum, from smelting base metals to agricultural products such as corn and sugar that use energy in the conversion process to fuels including ethanol. 

The ETF tracks the Deutsche Bank Liquid Commodity Index-Optimum Yield, which comprises a smaller basket of commodities and has a more flexible approach than other indexes to rolling a long position over from one futures contract to another, says Rich. Where conventional indexes roll into the next calendar futures month, the DBLCI-OY chooses the futures contract that has the optimal yield over the next 12-month period. 

Financial advisers such as Kipley Lytel at Montecito Capital Management in Montecito, Calif., like the ease of being able to trade in and out of positions as a result of the index investing in fewer but more liquid futures contracts. "The holdings are more broad and I can trade that more often," he says. And unlike a mutual fund, which requires investors to wait until the market close to sell, he can get out during the trading session if prices start tanking. "With a basket of exchange-traded commodities, I can exit at will within a couple of seconds," he says. 

Other financial advisers prefer to use Barclays' iPath Dow Jones-AIG Commodity Index Total Return exchange-traded note (DJP), which launched in October, 2006, and trades on the New York Stock Exchange/Arca Exchange. The ETN has a 36.5% weight in energy, 34.1% in agriculture, 21.5% in industrial and precious metals, and nearly 7% in livestock. 

Daniel Roe, a principal at Budros Ruhlin Roe in Columbus, Ohio, likes the fact that the ETN is based on the Dow Jones-AIG Index because it offers a much more diversified basket of commodities than the Goldman Sachs Commodities Index, which has at least 60% allocated to energy. 

Because the ETN is a debt instrument, investors need to have confidence that Barclays will keep its promise to repay the note at the end of the 30-year term or that the note will continue to trade at fair market value, says Roe. "We think those risks are very low relative to other structures we might pursue," says Roe, whose firm now has 3% to 4% of its portfolios invested in commodities through the ETN. In fact, the 30-year maturity is virtually irrelevant because the notes are very tradable daily in public markets, Roe says. Barclays has also agreed to redeem the notes at any time at the value of the underlying index. The expense ratio is 0.75%. 

Roe and others also use the PIMCO Commodity Real Return Fund (PCRIX) because it tracks the Dow Jones-AIG index, but because of its tax inefficiency, reserve it only for their clients' tax-deferred retirement accounts. The fees on the institutional shares are reasonably priced, at 0.7%. 

Investors will find that financial advisers have different ideas about where commodities are headed. Lytel, for example, believes much of the recent gains in commodities prices reflect speculative interest rather than fundamental factors related to economic growth. He had about 10% of his portfolio allocated to commodities from 2000 to 2002, but says he's been taking profits in recent years and might bring his allocation down to 4% by year end. 

Roe, however, doesn't think commodity prices are overvalued and is confident that energy, metals, and food prices will continue to rise because of supply constraints and rising demand for these products worldwide. 

Either way, these recommended commodity-based funds offer a less risky way to invest in various commodities while equity and bond moves remain volatile. 

