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By Stacey L. Marino, CFA 
Vice President, Senior Product Engineer,
Global Asset Allocation

Commodity-based investments have become a core 
strategic allocation for many investors over the 

last few years as commodities markets have outperformed and 
macroeconomic conditions seem to suggest an extended bull-
ish outlook. Commodity investments, which represent managed 
futures contract exposures to raw materials industries such as 
agriculture, energy, industrial metals, livestock and precious 
metals, can offer investors real expected returns and well-
documented diversification benefits. They are also considered to 
be a good hedge against inf lation and other disruptive geopo-
litical and environmental market events. 

While investors can get exposure to commodities through 
passive investing in a variety of commodities indexes, there 
are sensible reasons to consider taking an active approach. 
First, there is a wide disparity in the construction and meth-
odology of commodities indexes that can affect their perfor-
mance for passive investors. Differences in index composition 
may also limit the ability for investors to fully capture the 
value of underlying commodities market conditions over time. 
It’s important to note that an investment in any benchmark 
is an implicit acceptance of active rules covering commod-
ity futures selection, weightings and roll-over timing. Unlike 
passive investing, an active commodities strategy aims to 
enable investors to take advantage more effectively of return 
opportunities caused by temporary price dislocations, momen-
tum trends, mean reversion and systematic anomalies in 
commodities investing.

Commodities Surge
Since 2000, institutional investment in commodities markets 
has grown from just under $10 billion to close to $100 billion 
in 2006 and is expected to surpass $150 billion this year.1 
However, investment choices in the sector have been over-
whelmingly limited to long-only exposure to popular passive 
indexes such as the Goldman Sachs Commodities Index ( GSCI®) 
or the Dow Jones AIG Index. 

As shown below, investors have been well compensated for this 
additional exposure to commodities in recent years. The perfor-
mance of passive, long-only commodities futures positions 
can be attributed to their direct link to production supply and 
demand forces, such as the surge in crude oil prices in 2004. 

There are also long-term macroeconomic trends that seem 
to support the surge in commodities, such as population and 
economic growth in China that will continue to fuel demand for 
consumable and industrial production goods for years to come. 
The market now acknowledges that the commodity risk premi-
um is significant and can be more easily captured now than five 
or ten years ago.

Active Commodities Investing
Although investing in any of these commodity indexes over 
the past five years would have produced excess returns over 
most traditional asset classes, the disparities in these various 
indexes as well as the limitations in effectively taking advan-
tage of price dislocations through passive investing make active 
investing a compelling alternative. In addition to risk-adjusted 
return benefits, an active approach provides the opportunity to 
take advantage of price dislocations, momentum opportunities, 
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mean reversion and systematic anomalies more effectively than 
passive investing. 

As in any asset class, an active manager can seek to generate 
excess return by implementing both overweight and under-
weight positions to take advantage of supply and demand 
inefficiencies. Active managers can react more nimbly to price 
volatility within the underlying assets, unlike passive strategies 
that rebalance annually or quarterly.  The unique relationship 
between futures contracts and the underlying commodity 
offers several opportunities for an active manager to try to 
generate excess return through quantitative or fundamental 
investment processes.  

Temporary Price Dislocations
Supply, demand and price factors are key drivers for commodi-
ties. Demand for commodities has grown dramatically as global 
GDP growth has exceeded 4% per annum for the last several 
years, led by growth in developing countries like China, India, 
Russia and Brazil.2 Due to the long lead times and investment 
needed to increase supply, especially in the energy sector, there 
can be persistent regimes of high and rising commodity prices 
until the mismatch is filled.

Momentum Opportunities
Commodity prices exhibit periods of momentum, or what 
investment professionals call positive serial autocorrelation, 
caused by two conditions. First, changes in supply or demand 
may not be immediately priced in by the market (for example, a 
failure to recognize changes in economic growth). Second, many 
market participants follow momentum trading strategies that 
generate their own momentum.

Mean Reversion
The current price of futures contracts should ref lect the spot 
price of the underlying commodities at the contract’s expiration 
date. However, the natural investment counterparties to futures 
transactions are commodities producers and consumers who 
take positions to hedge future pricing volatility due to supply 
and demand disruptions. These market participants can heav-
ily inf luence the pricing and roll value associated with holding 
futures contracts over time. 

Passive commodity strategies can be susceptible to both the 
positive roll effects of a futures contract priced at a discount to 
its expected future spot price (called backwardation) and to the 
negative roll effects of a futures contract priced at a premi-
um  to its expected future spot price (referred to as contango). 
Active managers can attempt to make profits from these market 

misalignments by taking either long or short positions in the 
futures contracts and by rolling at different times of the month.

Systematic Anomalies 
Volatility in commodities prices can be caused by supply 
disruptions, changes in seasonal patterns, economic crises 
and weather events. Due to the high cost of storage and spoil-
age there are often inadequate inventories to meet demand for 
a prolonged period. Indeed, just-in-time inventory manage-
ment has actually made the impact of shocks (and hence price 
increases) larger. While it is difficult to predict specific events 
that will inf luence commodities prices, such as natural disasters 
or severe weather affecting certain crops, managers can 
systematically observe market over- and underreaction to 
events and seek to use mean reversion strategies to capture 
value from the risk premia related to uncertainties in event- 
dependent commodities.  

Active investing in commodities becomes especially attractive 
when there is opportunity to improve any of these three 
return components:

«  Price return on individual commodities based on trend 
following and persistency;

«  Roll return, a measure of the relationship between spot and 
future prices that varies through time;

«  Collateralized return, which can be boosted by a more active 
management of the underlying money market instrument to 
increase total return.

While an active commodities strategy can use quantitative or 
fundamental approaches, fundamental investors are competing 
with commodity producers, who are selling and hedging their 
own production and have better insights on production issues. 
Producers have an information advantage over investors since 
they have thousands of people around the world with insight 
into their own and their competitors  production. 

We believe that amid the current fierce competition among 
natural producers, buyers and speculators of commodities, it 
makes sense for investors to consider active commodities strate-
gies.  An active approach can enable them to take advantage of 
diversification and risk control benefits of adding commodity 
futures exposures to traditional core equity and fixed income 
balanced portfolios, while providing ample excess return oppor-
tunities derived from exploiting the unique market forces driv-
ing the prices of underlying commodities.

1   Bloomberg, UBS, Goldman Sachs, December 2006.
2   Source: FactSet.
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SSgA Strategy Awarded 2007 S&P/BusinessWeek 
Excellence in Fund Management
SSgA’s International Stock Selection Fund was among the 24 
investment funds singled out by this year’s Standard & Poor’s/
BusinessWeek Excellence in Fund Management Award. The 
award cited SSgA portfolio managers Craig Scholl and Didier 
Rosenfeld and said: “This fund’s track record is particularly 
impressive, given that it is limited to countries in the MSCI 
EAFE index, predominantly large-cap developed markets. The 
deep experience of the investment team combined with the 
disciplined application of the quantitative model is testament to 
the fund’s success.”

SSgA Named Best Equity Fund Manager in Germany
Ratings agency Morningstar, together with industry magazine 
FONDS professionell, awarded the 2007 German Fund Prize 
(Deutscher Fondspreis) to SSgA. The third annual German Fund 
Prize distinguishes fund companies for their equity and bond 
fund ranges, long-term product quality and overall service 
to clients.

 SSgA Launches Canadian Active Fixed Income Strategy
SSgA recently launched the Active Canadian Fixed Income 
strategy, a risk-controlled approach for core fixed income 
investors seeking to deliver consistent risk-adjusted returns. 

The strategy seeks to add steady returns over the Scotia Capital 
Universe Bond Index by taking active positions across multiple 
and diverse strategies.

SSgA Launches Global Edge Strategy
SSgA has introduced the Global Alpha Edge strategy, which 
represents the initial strategy in a range that SSgA plans to roll 
out this year using its “Edge,” or 130/30, methodology.

Global Alpha Edge ref lects the latest research developments in 
portfolio management. The strategy aims to achieve consistent 
outperformance by incorporating both long and short positions 
into portfolios, thereby increasing the opportunity set for poten-
tial returns. Specifically, the strategy takes short positions up to 
30 percent, which in turn funds an additional 30 percent of long 
positions, thereby maintaining market exposure at 100 percent.

SSgA Launches Global Alpha Small Cap Strategy
SSgA announced the launch of the Global Alpha Small Cap 
Strategy, which provides investors with an opportunity to 
generate alpha return from global small cap stocks. SSgA’s 
global Advanced Research Center created the strategy in 
response to perceived demand from institutional investors, who 
are increasingly looking to include global small caps as core 
portfolio holdings.
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