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In last month’s edition of the Market Outlook, we considered whether recent inflation
surprises may be transitory or sustained, and how that may impact different types of
investments. This month, we take a look at commodities and what role they may play in
protecting a portfolio against inflation surprises, or dampening portfolio risk by providing
returns that are independent of equity and bond market movements.
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What are commodities and how to invest?
Commodities are basic materials generally interchangeable with each other and used as raw
materials in other goods. The main categories are bulk commodities (such as iron ore), energy
commodities (like crude oil), agricultural or soft commodities (including wheat and cotton),
industrial metals (such as aluminium) and precious metals (like gold). Many commodities are
traded on commodity and futures exchanges by producers, industrial users and, more
recently, investors.
Large investors wanting commodity exposure can either buy, take delivery and then store physical
commodities, or they can buy “rolling” futures contracts (which involves selling out just before
delivery and buying another longer-dated contract). Smaller investors can buy exchange-traded
funds that own commodities or futures contracts. Shares in commodity producers offer some
degree of commodity exposure, but share prices may not fully reflect commodity prices due
to operational issues, general equity market moves, and investor focus on long-term average
commodity prices rather than current (“spot”) prices

What drives commodity prices and inflation?
Spot commodity prices are heavily influenced by current levels of demand and supply.
Commodities historically perform strongly in rapidly growing economies where demand for
consumer goods, raw materials and commodities is running well ahead of the amount that can
be supplied, which is what we’ve seen recently. In this scenario, consumer price inflation and
commodity prices can rise together. This makes commodities a reasonably good hedge against
rising inflation.
Of all the different commodities, crude oil has historically been the best hedge against inflation,
given crude oil prices flow through to transport, energy, chemical and other raw material costs.
For example in Australia, automotive fuel comprises 3.2% of the basket of prices used to
calculate consumer price inflation, however, in the June 2020 quarter, declines in automotive fuel
prices contributed nearly half of the record 1.9% quarterly fall in overall consumer prices.

Source: St Louis Fed
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Commodities as portfolio diversifiers
Although rapid economic expansion can push up inflation and commodity prices, there are times
in the economic cycle when strong growth can have a negative impact on both share and bond
prices. This is when investors expect higher inflation will lead to rising interest rates, as central
banks try to cool the economy and bring inflation under control. In other words, equity and bond
prices reflect investor expectations about longer term inflation, whereas commodity prices tend
to mainly reflect current inflation pressures. This means that commodities can provide investors
with valuable portfolio diversification at times in the business cycle when they may need it most;
that is, when fears of future inflation and rising interest rates negatively impact both equity and
bond prices but commodity prices are rising.
As a portfolio diversifier, gold often attracts special attention. This is because it’s mainly held
as a store of value and not consumed like other commodities. This means it’s viewed by many
investors as a defensive asset, similar to cash and highly-rated government bonds, and therefore,
can perform well in times when equity prices are falling. Gold does have some long-term
inflation-protection properties, but it tends to be less sensitive to short-term inflation and is
actually more sensitive to real interest rates (i.e. interest rates after subtracting the inflation rate).
This impacts the relative attractiveness of owning gold compared to cash and government bonds.

Source: Perth Mint, Chant West

Closing thoughts
While commodities can have a role in portfolios to protect against inflation and to provide a
degree of portfolio diversification, they pay no income and can actually cost money to own when
storage costs are included. However, with short-term inflation on the rise and negative real
interest rates (after inflation), the relative cost of owning commodities – such as gold – compared
with income-producing investments, is much lower. So, it may be worth considering whether
commodities have a larger role to play in a diversified portfolio going forward.

*All references throughout the Report that relate to performance figures have been derived via author’s calculations from Bloomberg, Iress, and Morningstar, dated
21/5/21.
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