Responsible investment in commodities

The issues at stake and a potential role for
institutional investors

January 2011

onValues

investment strategies ¢ research



Responsible investment in commodities

The issues at stake and a potential role for institutional
investors

Report author: Ivo Knoepfel, PhD, CIIA
onValues Investment Strategies and Research

Zurich, January 2011

onValues

investment strategies & research

Project sponsored by:

Schweizerische Eidgenossenschaft
Confédération suisse

Confederazione Svizzera

Confederaziun svizra

Federal Department of Foreign Affairs FDFA

Directorate of Political Affairs DP
Political Affairs Division IV, Human Security

In collaboration with:

PRI




Responsible investment in commaodities — January 2011

Table of contents

Y 01 1 = T 2
IO [ 0 To 1§ Tox 1o o PRSP PP PPPPPPPPPPPP 2
2. Investments in commOodity derVatIVES ..........cooiiiiiiiiiiiiiie e 4
3. Investments in physical COMMOMILIES............coooeiiiiiiee e 8
4. Investments in real ProductiVe @SSELS........covveviviiiiiiiie e 9
5. Investments in the equity of public COMPANIES..........ccooeeeiiiiiiiiiiii e 10
LS O o] Tl 1113 (0] o L 12
Appendix 1: Investments in commodity derivatiVes...........ccccoiveeeiireeiiiiiiieeeeeee 13
Appendix 2: ESG issues related to the production of commodities...............ccceeeeeeeennn. 17
Appendix 3: Potential impact of investors on commaodity priCes...........cceevveeerveeeerinnnnnnnn. 22
Appendix 4: Insights from interviews with selected investors and stakeholders............. 25
Appendix 5: Reviewed literature on the potential impact of investors on commodity

prices and Price VOIALHILY ............iiii e 28
Appendix 6: Reviewed literature on ESG issues related to the production and trade

OF COMMIOAITIES ... 29

Acknowledgements

We are indebted to the many people that through their insights and feedbacks contributed to this report. Our
thanks go to the experts that participated in the interview round, including Marcel Jeucken and Frans de Wit
(PGGM), Martijn Huijnen (SPF Beheer), Kris Douma and Faryda Lindeman (Mn-Services), Mark Taylor (Unilever),
Nancy Roman (UN World Food Program), Jason Clay (WWF US), Tom Rotherham (Hermes), James Davis and
Deborah Ng (Ontario Teachers Pension Plan), Helene Winch (BT Pension Scheme), Luke Chandler (Rabobank),
Rob Lake, Olav Houben and Donui Agbokou (APG AM), Anne-Maree O’Connor (NZ Superannuation Fund),
Karina Litvack (F&C), Andreas Holzer and Gabriella Ries (Bank Sarasin), Sybille Borner (SAM), Shane Chaplin
(GES). Special thanks go to Beat Zaugg (Ecofin), David Imbert and Boris Janezic (onValues) for their contribution
to appendix 3, Peter Zollinger (SustainAbility), Rolf Hassler (oekom Research) and Gavin Power (UN Global
Compact) for their careful review of the draft version of the report.

Disclaimer

This publication has been prepared for general guidance on matters of interest only, and does not constitute
professional or investment advice. You should not act upon the information contained in this publication without
obtaining professional advice. No representation or warranty (express or implied) is given as to the accuracy or
completeness of the information contained in this publication. The authors and supporters do not accept or
assume any liability or duty of care for any consequences of you acting on the information contained in this
publication or for any based on it.

Page 1



Responsible investment in commaodities — January 2011

Abstract

This report summarises findings from a research project focussing on the environmental,
social and governance (ESG) issues involved in different types of commaodities investments.
It shows that the issues at stake and available mitigation/management options for
institutional investors vary greatly between investments in commaodity derivatives, in physical
commodities, in real productive assets or in the equity of public companies.

The report lists a series of possible actions for responsible investors (investors with a long-
term view aiming to consider material ESG issues in the management of their investments
and in their ownership strategies). It also highlights areas for further research and
engagement by investors.

1. Introduction

This report summarises preliminary results from a project by onValues in collaboration with
the UN-backed Principles for Responsible Investment (PRI) Secretariat, the UN Global
Compact Secretariat and the Swiss Federal Department of Foreign Affairs focussing on
environmental, social and governance (ESG) issues related to investments in commodities.
It explores the role played by institutional investors in this field and outlines a series of
recommendations for responsible investors.*

The findings in this report are based on a range of interviews with pension funds, asset
managers, investment researchers, governmental and non-governmental organisations
involved in the field, and on the review of the available investment research and academic
literature.> We identified different motives for investors to consider ESG issues when
managing their commodities investments:

» Long-term environmental and social trends such as the scarcity of finite resources,
climate change, and changes in demographics and lifestyles will influence future price
levels and investment returns and create new investment opportunities and risks

» A wide range of ESG issues involved in the production and trade of commodities, e.g.
local pollution and human rights issues, can translate into investment and reputational
risks for investors

» At amore ‘systemic’ level, concerns about the role played by investors in commodity
markets could lead to new regulations impacting available investment opportunities and
returns.

Because of their positive contribution to risk-adjusted returns and portfolio diversification,
commodities investments are expected to grow considerably in the coming years. According
to Barclays Capital, around $320 billion of institutional and retail money is now invested in
commodities, compared to only $6 billion a decade ago. An additional $60-100 billion is
estimated to be invested through hedge funds. These figures could more than double in the

! We use the term ,responsible investor’ for institutional investors that take a long-term view in
managing their assets and are convinced that ESG issues can affect the performance of their
investment portfolios and therefore need to be taken into account in investment management and
ownership policies and practices.
% See the appendices 4, 5 and 6
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coming years given that many asset owners and managers are now allocating up to 5% of
their portfolios to commodities from previously very low levels.

While the concept of responsible investing is well developed for some asset classes,
including public equities, fixed-income, real estate and private equity,® the debate around
what it means to be a responsible investor in commodities has just begun. With our research
we wish to contribute to the quality of the debate and to highlighting the issues at stake,
without pretending to have conclusive answers for all the questions raised. Additional
engagement with investors and stakeholders is planned in the coming months to validate the
findings of this report.

An important distinction needs to be made between different types of commodity
investments:

* Investments in commodity derivatives, mostly futures (which can be traded on exchanges
or over-the-counter). These investments can be implemented through index tracking
funds, hedge funds and other strategies.

* Investments in physical commodities. Traditionally, these were limited to gold and other
precious metals (silver, platinum, palladium etc.). A new range of physically-backed
exchange traded funds and structured products will make it easier in the future to invest
also in physical copper, tin, zinc, aluminium, lead etc.

* Investments in real productive assets, such as forest and agricultural land, mines etc.

* Investments in the equity of public companies that own productive assets (typically in the
extractive industries and the pulp and paper industry).

The ESG issues at stake and potential responses by investors vary widely depending on the
type of investment, as we show in the next sections summarising our findings for different
investment types.

We distinguish between ESG issues directly related with the production of a commodity* and
issues of a more indirect nature, such as the potential influence of investors on price levels
and volatility.

% Especially thanks to the work of the PRI initiative, representing investors with assets in excess of
US$ 22 trillion, see www.unpri.org
* An overview of these issues is presented in the appendix 2
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2. Investments in commodity derivatives

Investing in commodity derivatives is the main way in which institutional investors seek
exposure to commodities.> The most frequently used derivatives are futures. Investments
are often implemented through index tracking funds, hedge funds and other active strategies.
The most important terms and investment approaches in this field are explained in the box
on the next page.

Financial investors usually sell back (‘settle’) their derivative contracts before expiry to other
counterparties and therefore avoid holding the physical commodity®. Over the long-term,
they therefore have no effect on production levels and related ESG issues. Over shorter
timeframes, though, they can trigger an additional demand and influence spot prices. This
can happen through two mechanisms. On the one hand, rapid investment inflow in derivative
markets, as currently observed, needs to be backed by larger physical inventories at
exchanges and in other parts of the market, thus leading to a small additional physical
demand. It can also influence the behaviour of commercial market actors (e.g. leading them
to delay production or to hoard commodities), thereby indirectly influencing short-term price
movements.

How big that influence is, is a matter of heated debate. Since the large oil and food price
spikes observed in 2007/2008, financial investors are under the suspicion of having
contributed substantially to price volatility and are therefore seen as being co-responsible for
food shortages in several developing countries. After approval of the Dodd-Frank Act, US
regulators are about to introduce mandatory position limits on trading in energy, metals and
agricultural commaodities to limit the influence of speculators. Similar measures are planned
in the EU and speculation in commodity markets will have a prominent place on the agenda
of the G20 in the coming months.

Our review of the available academic and applied research’ shows that historically the
influence of financial investors on prices has been small. Research by Goldman Sachs, for
example, indicates that speculators contributed about $9.50 to the oil-price spike of 2008.
Research recently published by the OECD shows no substantial difference in volatility
between agricultural commodities traded on exchanges and those that are not.

®> See appendix 1 for an introduction to commodity derivatives investments
® With the exception of hedge funds and commodity trading advisers, that will sometimes demand
delivery of physical commodities at the expiry of a futures contract, as was recently the case with the
Armajaro hedge fund taking a big delivery of physical cocoa.
" See appendix 3. A list of the reviewed literature can be found in appendix 5

Page 4



Responsible investment in commaodities — January 2011

Box: Key terms and definitions:

A commodity is a good for which there is demand, but which is supplied without qualitative

differentiation across a market. It is fungible, i.e. the same no matter who produces it. One of the
characteristics of a commodity good is that its price is determined as a function of its market as a
whole. Well-established physical commodities have actively traded spot and derivative markets.®

For investment purposes, commodities are usually divided into the following categories:
« Energy commodities (oil, natural gas etc.)

e Agricultural commodities (wheat, corn / maize, soybeans etc.) and livestock

» Industrial/base metals (aluminium, copper, nickel, zinc etc.)

» Precious metals (gold, palladium, platinum etc.)

Futures are standardized contracts on a futures exchange. They allow investors to buy or sell a good
or financial instrument at a predefined price for a predefined amount at a specific date in the future.
Futures give the holder the right and obligation to take or make delivery under the terms of the
contract. Some futures are cash settled at maturity while others have physical deliveries at a
predefined place. Commaodity futures/forwards have been traded for more than 200 years. Merchants
bade for agricultural commaodities, like rice or tulip bulbs, to ensure getting a hold of these goods. So,
in principle, commodity investments are nothing new.’

Most of the investment is made via index funds . Commodity index investment is typically
characterized by a passive strategy designed to gain exposure to commodity price movements as part
of a portfolio diversification strategy. Exposure to commodity price movements can be based on
investment in a broad index of commodities, a sub-index of related commodities, or a single-
commodity index. Index funds buy a forward position, then sell this as it approaches expiry, and use
the proceeds from this sale to buy forward by one or two months again (a process known as ‘rolling’).*°

Different standard indices are used by investors, including the S&P GSCI Commaodity Index, the CRB
Index, the Dow Jones UBS Commaodity Index and the Rogers International Commaodity Index. Indices
are used to track the performance of different commodity markets. The example below shows that
these markets are characterised by a relatively high volatility (sharp price rises and falls).

Investment growth of commodities (S&P GSCI Indices)

Time Period: 01.01.2007 to 07.12.2010
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Source: Morningstar

8 http://en.wikipedia.org/wiki/Commodity
° UBS: ‘Education note: How to invest in commodities’, Feb. 2009
19 UBS: ‘Education note: How to invest in commodities’, Feb. 2009
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The problem with most of the research available is that it relies on historical observations
dating back several years (when both investment levels and growth rates were considerably
smaller than those observed today). It does not tell us much about the future. A series of
trends point to a growing influence of investors on prices and volatility in the future:

* As more possibilities to trade commodities, e.g. through exchange traded funds, are
made available to a wider range of investors (including less professional retail investors),
the influence of momentum-driven behaviour (investors gushing in and out of markets
and therefore contributing to price volatility) will grow

« Given decreasing investment returns in the main commodity markets,™ investors looking
for higher returns will increasingly move into ‘peripheral’, more illiquid markets where their
effect on prices is likely to be much more significant in the future

* Hedge funds and commodity trading advisers could be tempted to more often ‘play the
physical commodities’ (accepting physical delivery) in the future, thereby forcing
exchanges and market actors to maintain higher inventory levels and thus creating an
additional physical demand (with a direct impact on prices).

Responsible investors will consider these trends, review their investment strategies and
introduce policies aimed at minimising their potential impact on spot prices and price
volatility. Possible actions by responsible investors could include:

* Focus on a defined, passively implemented portfolio allocation to commodities that is
frequently rebalanced. This has the effect that the investor is a seller of futures when
prices go up (and vice-versa) which tends to stabilise prices.

* Use multiple investment channels, avoiding that single investment managers or funds
attain a dominating position in the market with a higher risk of contributing to volatility

» Define reasonable performance targets for active managers to avoid them having to
chase momentum and take excessive risk

* Insist on hedge fund managers being transparent about their positions and strategies

» Do not allow managers to hold positions into delivery period or take delivery so as not to
affect the price-building mechanism

» Set limits on investment in smaller, more illiquid commodity markets where lack of market
sophistication / liquidity coverage could lead to investors having a big influence on prices

* Be patrticularly careful in relation to investments in agricultural commodities, where price
volatility can have severe consequences on vulnerable populations. Avoid smaller, more
illiquid agricultural markets.

* Engage with investment managers, index providers, commodity futures exchanges etc.
with the goal of improving governance and transparency of price discovery mechanisms
in commodity markets

» Support efforts to increase transparency on speculative positions and in OTC markets.

To be mindful about market impact and spread investments over multiple investment
counterparties is already common practice among large institutional investors, so some of
these points might seem obvious to them. Given their size, they usually (have to) focus on
the most liquid commodity markets and therefore avoid ‘exotic’ commaodities and highly
speculative strategies. Their investments are usually passive strategies implemented
through index swaps with a large number of counterparties.

' Due to the ‘contango’ effect. The term contango is used to describe a market in which the futures
price is greater than the expected future spot price. Returns from a strategy passively ‘rolling’ futures
contracts will be negative if the market is persistently in contango.
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Another role for responsible investors could be to engage with exchanges and other market
actors with the goal of introducing standardised futures contracts that include provisions for
minimum ESG quality standards,*? but the demand for such contracts would have to be big
enough to allow for an efficient and liquid market. A collaborative initiative by investors and
large commercial actors could ensure the necessary demand. At the same time also an
abundant supply of the commaodity fulfilling the minimum ESG standards would have to be
guaranteed and technical issues around certification and ‘traceability’ would have to be
solved.

Current efforts by participants in commodity supply-chains to define global ESG standards
are an important step in that direction and should therefore be supported by responsible
investors. The announcement of leading food companies that they plan to source mostly
‘sustainable’ food commodities in the future could create the necessary demand (and supply)
that, backed by investors, could lead to a break-through of new ‘ESG-friendly’ futures
contracts.

A further role for responsible investors could be to ask index providers to develop new
indices that use these new futures contracts and take into account some of the ESG issues
outlined above (e.g. excluding the smaller, more illiquid markets) and then use those indices
for their passive investments.

2 In analogy to a GMO-free soy contract, that was launched in the past years in Japan.
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3. Investments in physical commodities

When investors buy physical commodities (directly or indirectly through physically-backed
investment products) they are directly responsible for the ESG issues related to the
production and delivery of that commodity.*®

An investor buying a ton of gold, for example, is directly responsible for the production and
delivery of the gold, and the ESG issues that go with it. These can be substantial, given the
environmental and social impacts of the mining, refining and transportation processes
involved. Most investors are not fully aware of this and if they were, they usually would not be
able to choose between different origins of the gold or to engage with gold producing
companies with the goal of minimising ESG impacts, as they would be if they held the equity
of those companies.

When buying physical commodities, investors also directly influence the price-building
mechanism, contributing to higher prices and — in some instances — to higher price volatility.
Gold, for which, according to the World Gold Council, investors account for more than 20% of
global annual demand, is the most prominent example. A similarly important role is also
played by investors in the platinum and palladium markets. A new range of physically-backed
exchange traded funds and structured products will make it easier in the future to invest also
in physical silver, copper, tin, zinc, aluminium, lead etc.

This brings investors and industrial consumers into direct competition for supplies in already
tight markets. The recent launch of three exchange traded products investing in copper
comes as the copper industry is struggling with a major supply shortfall, as mine supply
stagnates and demand from China and other emerging markets surges.™

This leads to a very fundamental question: does it make sense for long-term oriented
investors to take scarce commodities away from the real economy, hoard them without any
productive purpose, and run the risk of constraining economic growth and hurting equity
returns which play a far greater role in their portfolios than commodities? During our
interview round, several institutional investors pointed to this dilemma as being an important
reason for not planning to invest in physical commodities. They also told us that excessive
physical investments would undermine their credibility as long-term investors when engaging
with companies.

For those investors planning to invest in physical commodities we recommend the following
actions:

« Limit investments in physical commaodities to commodities for which competition with
industry is negligible (e.g. gold)

» Support supply-chain initiatives aimed at developing global ESG standards for the
production of the main commodities'®

» Support fund managers that are planning to source ‘traceable’ commodities from
producers and suppliers that have been certified according to environmental and social

¥ See appendices 2, 4 and 6 for an overview of the issues, feedbacks from interviews and consulted
literature.
* See The Economist, Nov. 13" 2010, ‘Commodity speculators: Dr Evil, or drivel?’
!> A series of ongoing initiatives includes the Roundtable on Sustainable Biofuels, the Roundtable on
Responsible Soy, the Roundtable on Sustainable Palm Qil, the Better Cotton Initiative, the Forest
Footprint Disclosure project and others
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standards. Such examples already exist for gold and could in future emerge also for other
precious metals.

4. Investments in real productive assets

Because of the diminishing returns expected for derivative investments®® and the costs and
limitations involved in investing in physical commodities, some investors are increasingly
considering investing in ‘real assets’, such as forest and farm land, mines etc. This gives
them a higher degree of control over the productive asset (including the management of the
ESG issues involved) and allows them to benefit from regular cash-flows from the production
of commodities over a long period of time. Estimates indicate that institutional investment in
forest land amounts to about US $15 billion.'” Between US $5 and $15 billion is currently
invested in agricultural land.*® Several of the interviewed pension funds and their managers
are considering increasing their investments in this area.

The nature of the investment (owning and operating the asset directly vs. investing through a
fund or a fund-of-funds to achieve greater diversification) will determine the investor’s
possibility to directly control the ESG performance of the underlying asset. Given the
considerable investment and reputational risks involved in not properly dealing with the ESG
issues of these operations,? institutional investors will typically introduce specific ESG
policies and require that their investment managers and operators have appropriate
processes in place to implement them.

Responsible investors will consider the following actions in this field:

» Define a set of principles for dealing with ESG issues that will guide their investments for
different types of assets (e.g. forestry, agriculture, mining etc.)

* This might include asking investment managers (internal and external) and local
operators to apply existing best-practice ESG standards and guidelines, or avoiding high-
risk areas or operations

* When best-practice standards and guidelines do not exist, engage with relevant
stakeholders in developing such standards

» Require that investment managers (internal and external) and local operators have
policies and processes in place to identify critical ESG issues and implement mitigation
and management measures prior to the investment. When local communities are affected
this should include a consultation process with those communities.

» Regularly monitor and review the managers’ and operators’ implementation of those
policies and processes.

'® Due to losses caused by rolling futures contracts in a ‘contango’ situation
" Watson Wyatt: ‘What is? Timberland Investment’, 2007
'8 Reuters/Sarah McFarlane: ‘Pension funds to bulk up farmland investments’, 29 June 2010
19 Given the manifold environmental and human rights issues involved, for example, in mining, oil/gas
production, agriculture or forestry operations
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5. Investments in the equity of public companies

By investing in the equity of companies that own productive assets (e.g. paper companies
with large forest holdings, mining companies, oil companies etc.), investors can also gain an
indirect exposure to commodities. Approximately a fifth of global equity markets relates to
extractive/resource-intensive industries. Per end of 2009, global pension funds invested
approximately US $2.6 trillion in the equity of these industries.?

The risk-return profile of these investments, though, is mainly determined by their equity
character and is therefore not considered an optimal way to gain exposure to commodities
for portfolio diversification reasons.

For such investments, asset owners and managers have a range of established techniques
for considering material ESG issues in the management of their investments and in their
ownership policies and practices. Independent and sell-side research organisations provide
regular analysis of ESG issues which can be used for investment management purposes.
Extractive industries such as oil and mining are relatively well covered by such research,
whereas the coverage of agriculture and forestry needs to be further expanded.

The same applies to ownership activities of responsible investors (engagement with
companies, exercise of equity votes and collaborations with other investors), where ESG
issues related to extractive industries have traditionally played an important role.
Collaborative engagements by PRI signatories, for example, have covered different issues
and types of companies in the past years, including:

Engagement Commaodity

Australia A collaborative engagement helped persuade a subsidiary of Australian Phosphate
mining firm to invest in equipment to enable the sourcing of phosphate
rock from places other than a controversial current source in an illegally
occupied part of the Western Sahara.

Sudan 22 institutional investors visited Sudan and met with major companies, Oil and other
civil society representatives and officials from the Sudanese Government  commodities
to encourage business activity that supports revenue transparency,
peace and protection of human rights

Dem. A group of investors initiated dialogues with 14 North American, Tin, tantalum
Republic of European and Japanese consumer electronic companies to ensure that
Congo those companies are taking appropriate actions to manage the social and

business risks caused by the sourcing of tin, tantalum and other minerals
from the Democratic Republic of Congo. These minerals are used in
products like mobile phones and laptops and in some cases are linked to
armed groups responsible for human rights violations

Burma Since October 2009 signatories have engaged with an oil company to oil
discuss the human rights impact of the company’s pipeline operations in
Burma

Uzbekistan A coalition of 20 signatories engaged with many global companies to help Cotton

end the use of forced child labour in Uzbekistan’s cotton sector; the
world’s third biggest cotton supplier. Over 70 of the world’s largest
apparel brands and retailers have joined the effort.

% Total equity investments according to Towers Watson Global Pension Assets Study 2010; share of
extractive/resource-intensive industries based on onValues calculations and Morningstar/MSCI data.
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Given that this is an established field, in proposing measures that responsible investors can
undertake we refer to the UN-backed Principles for Responsible Investment, which highlight
the following possible actions®*:

Incorporate ESG issues into investment analysis and decision-making processes:

» Address ESG issues in investment policy statements

» Support development of ESG-related tools, metrics, and analyses

» Select (and review) external investment managers based on their capability to
incorporate ESG issues in investment management

Incorporate ESG issues into ownership policies and practices:

» Develop and disclose an active ownership policy consistent with the Principles

» Exercise voting rights or monitor compliance with voting policy (if outsourced)

» Develop an engagement capability (either directly or through outsourcing)

» Participate in the development of policy, regulation, and standard setting (such as
promoting and protecting shareholder rights)

» File shareholder resolutions consistent with long-term ESG considerations

» Engage with companies on ESG issues

» Participate in collaborative engagement initiatives

» Ask investment managers to undertake and report on ESG-related engagement.

L Note that PRI is aspirational and that these ‘possible actions’ are suggested steps for implementing
Principles 1 and 2.
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6. Conclusions

As mentioned in the introduction, the process of understanding ESG issues related to
commodities investments and developing appropriate strategies for responsible investors
has just begun. With this report we hope to have contributed to the depth and breadth of the
discussion.

Given that potential negative impacts of speculators in commodity markets figures high on
policy makers’ agendas, we were surprised by the fact that the body of academic and applied
research in this field is thin and quite inconclusive. Clearly, more research is urgently
needed here.

Our analysis points to several future trends that will likely increase investors’ influence on
commodity prices and their volatility. This increased influence risks amplifying price swings
for basic commodities such as wheat and maize, with the risk of contributing to food
shortages especially in developing countries. We have therefore proposed a series of
measures that institutional investors can undertake to minimise such risks and contribute to
innovation and better transparency in commodity derivative markets.

Investing in physical commodities has a much more direct impact on markets, creating an
additional demand and leading to a series of ESG risks (including reputational risks) related
to the production and trade of the commodities. Given that the origin of the commodity is
usually not known and that investors cannot engage with producers on the basis of
ownership rights, there are few possibilities to mitigate these risks. We have nevertheless
proposed that investors support multi-stakeholder initiatives aimed at ‘raising the ESG bar’
across whole commodity supply-chains and support efforts aimed at sourcing ‘traceable’
commodities from ESG certified operations. We have also highlighted the fundamental
guestion of whether it makes sense for responsible investors to take scarce commodities
away from the real economy and run the risk of constraining economic growth and hurting
equity returns.

The issues at stake and strategies for managing ESG risks and opportunities related to
investments in real productive assets and in the equity of public companies are clearer and
better established. More work is needed, though, to establish global standards for specific
commodities, industries and geographies.
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Appendix 1: Investments in commodity derivatives

Investors' general inability to hold commodities physically makes it necessary for commodity
investors to rely on alternatives—mostly derivatives in the form of futures contracts.?*
Commodities exchanges (e.g. the Chicago Board of Trade, the London Metal Exchange etc.)
play a crucial role in these markets, although Over-The-Counter (OTC) trades have
considerably increased in the past years. On a commodity exchange, it is the underlying
standard stated in the contract that defines the commodity, not any quality inherent in a
specific producer's product.

Markets for trading commodities can be very efficient and will quickly respond to changes in
supply and demand to find an equilibrium price (‘price discovery mechanism’). In addition,
investors can gain passive exposure to the commodity markets based on available
commodity price indices.

Different standard indices are used by investors, including the S&P GSCI Commodity Index,
the CRB Index, the Dow Jones UBS Commodity Index and the Rogers International
Commodity Index. Indices are used to track the performance of different commodity markets.
The example below shows that these markets are characterised by a relatively high volatility
(sharp price rises and falls).

Investment growth of commodities (S&P GSCI Indices)

Time Period: 01.01.2007 to 07.12.2010
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Source: Morningstar

Fig. 1: Performance of S&P GSCI sub-indices.

%2 Futures are standardized contracts on a futures exchange. They allow investors to buy or sell a
good or financial instrument at a predefined price for a predefined amount at a specific date in the
future. Futures give the holder the right and obligation to take or make delivery under the terms of the
contract. Some futures are cash settled at maturity while others have physical delivers at a predefined
place. Commodity futures/forwards have been traded for more than 200 years. Merchants bade for
agricultural commaodities, like rice or tulip bulbs, to ensure getting a hold of these goods. So, in
principle, commaodity investments are nothing new. (UBS: ‘Education note: How to invest in
commodities’, Feb. 2009)
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The growth in trading activity observed in the past years has many advantages (beside some
of the risks discussed in this report). Trading activity can bring liquidity where previously it
had failed to develop, typically further down the curve and in less liquid contracts. The
presence of funds all along the curve has enabled producers and consumers to hedge
production/consumption much further into the future, thus adding security for participants and
therefore for the market as a whole.”®

Size of the market and investors involved

Traditionally, institutional investors held no or only very small investments in commaodities.
Regulatory changes (e.g. the Glass-Steagall Act in the US), the advent of highly liquid
commodity index funds, and the search of new sources of diversification and excess return
by pension funds have led to a strong growth of these investments.

Leading pension funds today typically invest 1-3% of their total portfolio in commaodities.
Given that prevailing beliefs in the industry and investment consultants are pointing to
optimal allocations in the range of 3-5%, we expect investment volumes to grow considerably
in the coming years.

The main reasons for investors’ growing interest in 