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The impact and influence of investment fund flow on commodity prices, 
and the viability of commodity index funds as a strategic asset 
 
Introduction by moderator Kevin Hall: 
 
Good afternoon MF-Global offices and affiliates. My name is Kevin Hall, and I would like to welcome 
you to the MFGR Asset Class Round Table Discussion. I am joined today by:   
 

·  Rich Feltes—Rich is Director of MF-Global Research & the firm’s chief grains analyst, 
·  Nick Kalivas: MF Global’s Senior Capital Markets Analyst,  
·  Mike Malpede:  Senior Foreign Exchange Analyst 
·  Tom Pawlicki,  Energy & Precious Metals Analyst 
·  Jason Mylett:  Livestock & Natural Gas Analyst 

 
Our special guest Christine Cochran, Vice President Government Relations for Commodity Markets 
Council in Washington DC. 
 
Today’s call focuses on commodities as an asset class. 
 
Institutional & retail investment in commodity based products has experienced unprecedented growth 
over the past several years.  The investment landscape—dating back to 2003—has supported continued 
interest in natural resources, initially as value based trade and then as an inflation hedge.  

·  Post 2003, capital market returns were capped by low interest rates, a flat yield curve, tight 
credit spreads and depressed volatility.  In a search for yield and as a portfolio diversifier, 
institutional started looking to increase exposure to commodities—usually through index based 
products. 

·  2004 marked a significant increase in Asian economic growth—and with it a massive increase 
in demand for industrial and agricultural commodities. Seeking to participate in the commodity 
bull market, and further supported by the huge “roll gains” earned from the system-wide 
backwardated market, investment interest multiplied. 

 
Passive commodity-based investment now plays a significant roll in the futures markets—both in 
terms of daily trading volume as well as Open Interest. 

·  Industry sources estimate that the passive length of index funds is approaching a market value 
of $200 billion; with 



  Copyright by MF Global Inc. (2008)  440 S LaSalle Street  The information contained in this report has been taken from trade and statistical services and other sources which we 
believe are reliable.  MF Global Inc. does not guarantee that such information is accurate or complete and it should not be relied upon as such.  Any opinions expressed reflect 
judgments at this date and are subject to change without notice.  The principals of MF Global and others associated or affiliated with it may recommend or have positions which may 
not be consistent with the recommendations made.  Each of these persons exercises independent judgment in trading, and readers are urged to exercise their own judgment in 
trading. 

·  Index fund exposure to soy beans reaching 36% of 2007 US crop production, and wheat even 
higher at 62%.  

 
With current market volatility negatively impacting commercial hedgers, the CFTC has agreed to hold 
a forum in Washington on April 22nd  to evaluate the recent events in the Agricultural markets. 
 
Our goal today is to gage the degree to which passive long-only commodity based investment has 
impacted the pricing of raw materials and to discuss the long-term viability of this product area as an 
effective investment vehicle. At the close, each analyst will close with a summary and trade 
recommendation. 
 
 
Commodity Markets Council - Christine Cochran comments: 
 
What is the political backdrop that spawned 4/22 CF TC hearing? 
 

·  There has been increased communication between the CFTC and the USDA. 
·  Many ag groups have been expressing their concerns over the current price volatility. 
·  The concerns resonated with the commission because many of the anxieties were expressed by 

atypical organizations. 
·  The USDA will be one of the 25 participants at the forum. Typically the USDA only attends 

the USDA hearings.  Their participation highlights the changing paradigm in the agricultural 
markets. 

·  The decision made at the forum is incredibly sensitive to the American political dynamic, as 
this is an election year.  From a legislative standpoint, lawmakers are likely to side with 
constituents.   

 
Is there any traction in DC for increasing margins on crude oil trading by specs?  If so—would they 
require same in grains? 
 

·  Heading into the summer months, lawmakers will be anxious to adopt any initiative that will 
temper the feared seasonal spike in gasoline prices.  

·  Speculators are a political scapegoat. 
·  Typically Congress prefers to leave commodity market regulation to the CFTC and thus 

increasing margins on energy contracts is not likely.  
·  On the Senate side, there is a movement to increase CFTC funding (“increasing cops on the 

beats”). Though this is difficult in the current budget situation, the smaller nature of the 
CFTC’s budget should leave room for increased funding.  

 
 
Capital Markets -  Nick Kalivas: 
 
Equity returns have been lackluster over the last 10 years.  This has caused investors to seek yield and 
return outside of equity investments.  Since 1997, the S&P 500 has posted a total return of 5.9%.  This 
compares to 2.7% for the CPI and 7.4% for the total return 10 year treasury index.  Moreover, long 
term interest rates have been relatively low over the past 10 years with the 10 year treasury yield at or 
below 6.0%. In fact, over the past five years, the 10 year yield has averaged 4.31%.  Many investors 
were also stung by the collapse of the NASDAQ bubble.  The NASDAQ has never come close to 
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regaining its 2000 high. Traditional stock and bond investment has not been satisfying to investors, and 
has forced institutions to look for higher return vehicles.  
 
The low return environment has caused investors to look for alternative investments.  Three classes of 
investment have emerged: 1) International equities, especially the emerging world 2) Private equity 
and 3) Commodities.   There is a relationship between emerging economies such as Brazil and Russia 
and commodities.  Both are correlated as the health of the Brazilian and Russian economies either 
increases or decreases with the price of raw materials.  
 
Passive long Commodities were first marketed with strong returns using the Goldman index which had 
a high weight on energy prices and generated return using the roll and backwardation.  Backwardation 
was the normal state of the energy forward curve allowing investors to buy commodities at a discount 
to cash.  The emergence of China and India along with the geopolitical developments post 9/11 
sparked investor interest in the commodity markets. These dynamics provided a theme for commodity 
investment in addition to poor equity returns. The macro economic environment made commodities 
easier to sell to retail investors and institutions.   
 
The Goldman Sachs total return over the last 10 years is 9.3% and outpacing the S&P 500 and treasury 
market.  However, between ’07 and ’02 the return was 4.0%. The return between ’03 and ’07 was 
14.9%.  The return over the last five year has helped to reaffirm interest in commodities.   
 
Commodities are a viable asset class, but they do not throw off cash flow like a stock or bond.  Even 
though equity returns have been poor in recent years, earnings per share have risen and companies 
have generated cash or earnings for shareholders over time (as a portfolio approach).  Likewise, bonds 
provide cash flow. Corporate debt has a correlation with equity due to the need for earnings to pay 
interest and principal.  Treasuries provide steady predictable cash flow.  
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CRB vs S&P 500 Index to Sep 1956
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Commodity prices will produce returns based on capital gains and the shape of the forward curve.  
Commodity prices have shown a step function in recent decades.  Prices were flat between the mid 
1950’s and early 1970’s, they spiked higher in the 1970’s and peaked in 1980, and traded in a broad 
range between the mid 1970’s and early 2001.  Since 2001, they have worked higher. Based on history 
and chart action over the past 50 years, the commodity markets may be finding a new price level in the 
coming years.   The key drivers of the capital gains are demand and supply.  Demand grows over time 
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with population and income growth, while supply is based on productivity.  Incremental production 
will appear and demand will be destroyed as prices increase.  As a result, commodities are likely to 
mean revert over time, although this does not rule out a higher equilibrium price level over time.  The 
cost of production can rise. There is a balance between input costs increasing via inflation and 
productivity gains.  Productivity gains are not smooth, and wage costs tend to increase over time.  
However, for long periods commodities may not provide return and there can be an opportunity cost 
for holding commodities which do not yield return.  
 
Since 1956, stock prices have risen by a factor of 35, while the CRB index has risen by a factor of 4.0.  
The graphic above displays the indices.  Asset class returns do fluctuate over time and create relative 
value, but commodities have been much slower to appreciate.  
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The equity market is starting to look cheap to treasuries and commodities. In fact, relative to the GSCI 
the stock market is starting to hit levels of relative cheapness which were last seen in 2003.  This 
argues that stocks could be poised to outpace commodities in the second half of 2008 and 2009. 
However, commodities were able to perform more strongly than stocks persistently during the last 
economic downturn.  Lower interest rates and a flow of capital out of stocks into alternatives drove the 
process.  Interest rates are already low, and money has left the equity markets this year. There has been 
a persistent shift of money out of stocks to alternatives in recent years.   
 
Commodities are a viable asset class, but their tendency to mean revert and lack of underlying cash 
flow suggest they are more a trading vehicle than a passive investment vehicle.   Active management is 
more appropriate for the overall structure of commodity markets.  The development of ETFs and 
commodity index funds has already attracted money to the commodity markets, but the big shift in 
asset allocation may be getting behind the commodity markets. Going forward, drivers of investment 
flow into commodities will include: 
 
·  Strength of the fundamental commodity stories will determine new cash flow. Food inflation and 

non-OECD oil demand are two pillars of the commodity story.  
 
·  Treasury interest rates are low, but credit is stressed and there are opportunities in credit.  An 

unfreezing of the credit markets will create some interest in fixed income.  Potential returns on 
high yield are attractive. B credit has traded at 10% this year.  
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·  A revival in U.S. equities would rob interest in commodities. However, stocks lack a clear bullish 
catalyst until financial conditions show improvement.  

 
  
·  The political environment will be supportive to commodities near term.  The stability of Iraq and 

the Middle East after the election, and the outlook for tax rates after the election will drive 
commodity prices.  In the short run, the commodity markets will benefit as investors may assume 
the worse.  Change brings uncertainty and the fear of the worst.  

 
 
 
Foreign Exchange as an asset class--  Mike Malpede: 
   
Foreign exchange markets are becoming more accepted as an asset class because: 
  

1) High liquidity- over 3.2 trillion in daily foreign exchange turnover. 
2) Currencies offer diversification- low correlation to stocks, bonds and commodities.  

 

1.  
2. Correlation U.S. Dollar 

Index 
3. Dollar Index 4. 1 
6. S&P 8. 0.04 

10. Lehman 
Bond index 11. -0.18 

13. GSCI 15. -0.16 
3) Earn interest in other currencies. 
4) Automated trading –numerous FX trading platforms. 
5) Use FX to manage risk-hedge equity, interest rate, standard of living exposure. 
6) Substitute or alternative investment –Buy or sell AD CD rand for CRB exposure. 
7) Source of incremental income – the graph below shows how FX can contribute to investor 

returns. 
 
 
 
      International Equity Market Returns 
             
             

    MCSI Euro     MSCI UK 
                
  Market Currency  Total    Market Currency  Total  
  return return return   return return return 
  Local   USD   Local   USD 

2002 -34.9 11.6 -23.2   -23.4 8.1 -15.2 
2003 17.8 23.8 41.6   18.8 13.3 32.1 
2004 10.9 8.6 19.5   11.5 8.1 19.6 
2005 24.6 -16.5 8.1   20.1 -12.7 7.4 
2006 20.8 14.2 35   14.6 16 30.6 
2007 9.6 11.9 21.6   6.5 1.8 8.4 
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   MSCI Japan     MSCI Canada 
               
 Market Currency  Total    Market Currency  Total  
 return return return   return return return 
 Local   USD   Local   USD 

2002  -18.8 8.5 -10.3   -14.1 0.9 -13.2 
2003  22.7 13.2 35.9   26.5 28.1 54.6 
2004 10.8 5.1 15.9   13.3 9.9 22.2 
2005 44.6 -19.1 25.5   25.1 3.2 28.3 
2006 7.3 -1 6.2   17.4 0.4 17.8 
2007 -10.2 6 -4.2   9.9 19.7 29.6 

 
 (Source MSCI) 
 
 
Precious Metals & Energy Markets -  Tom Pawlicki: 
With regards to whether funds or fundamentals are driving price action, in gold it has been mostly 
funds while in oil it has been both.  In gold between late-Aug and mid-Mar, prices have gone from 
$668/oz to $1,033/oz amid sharp declines in physical demand for gold.  At the same time, the COT 
data has shown an increase in the fund net long of 143,000 contracts, or a 207% increase. The amount 
of gold held in ETFs during that period rose the equivalent of 53,700 contracts, or a 30% gain from 
their Aug levels. 
 
In oil, it’s not as direct, as since Aug, prices have bounced from $71/bbl to $110/bbl while fund 
holdings have risen from a net long of 30,000 to 113,000 contracts. At the same time, oil inventories in 
the U.S. have fallen about 20 mln bbls and demand for oil products is still near the upper end of the 
five-year range. 
 
With regards to whether there’s merit in passive investment in commodities, the answer lies in the 
returns on commodity indexes compared to other asset classes.  Using the Sep ’02 bottom in the stock 
market as a start point, stocks have rallied 65% since then, the AIG total return index is +132%, gold is 
+189%, and oil is 267%. 
 
 
 
Fund Impact on Grain Prices – Rich Feltes:  
 
The Case for Commodities and Especially Grains: With regards to the merits of commodity 
investing, the non-correlation with financial assets and stunning CRB gains since October 2001 are 
compelling arguments for investors.  Furthermore, commodities in an inflationary/weak dollar 
environment are not only viewed as advisable but considered by some as a “flight to quality”.  Insofar 
as grain and oilseed contracts—think about the deluge of bullish Ag commodity news that pellet index 
fund managers.  This week alone the World Bank noted that global food prices are up 57 % in 1 year 
and that 33 countries may experience social unrest due to high food prices.  The Peoples Bank of PRC 
said that global grain prices could continue to increase.  Rice prices, which have doubled in a year, are 
up 5X since 2001 with China, Egypt, Vietnam and India (1/3 of global rice trade) curbing sales with 
Indonesia threatening to follow.  PRC corn stocks are nearly depleted and Indian grain production has 
plateaued with grain production since 1990 rising 22% vs. population growth of 33%. And if that isn’t 
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enough, La Nina is delaying the arrival of Midwestern spring for what promises to be the most 
important US growing season since 1996 on what is widely considered to be not enough total US crop 
land because of ill-conceived linkage of food and fuel markets via bio-fuel mandates!  Take home 
point—flow of capital into Ag commodities is likely to continue at least through mid summer.  
 
Extent of Index Fund Participation: Graphic showing net index position in CME corn, soybeans, soy 
oil and KC HRW contract shows that index longs in grains has increased 45% since reporting began in 
Jan 2006 although their combined percentage of total open interest has declined from 30% Q1 ’06 to 
less than 23% today.  From a total contract standpoint, index funds are long more soybeans than corn 
and wheat combined although the index long in terms of open interest is highest in SRW at 34% vs. 
corn and soybeans where index longs represent 20% and 22% respectively of total open interest.  This 
data suggests that index longs, which unlike trend following funds are less prone to liquidate on market 
corrections, will be most supportive to wheat and modestly less supportive to row crops on setbacks.  
Index fund critics like to point out that this sector owns over double projected US SRW production 
although we believe this challenge lacks merit because of popularity of CME’s legacy wheat contract 
which is utilized by an array of mills, producers, importers and exporters globally.  Key take home 
points are; 1) ag investments by index fund managers, which have multi-year investment perspective, is 
unlikely to abate without a sustained price corrections and 2) relatively fixed nature of index fund 
investments in Ag futures are supporting deferred contracts at higher levels than would otherwise be 
the case.  
 
Are Index Funds Inflating Ag Prices?   Our answer is yes but it is difficult to quantify the extent of 
price inflation.  What we can say with confidence is that there is a shortage of futures for sale amid an 
index fund business model for carrying long positions for extended periods.  There is not enough cash 
grain for sale to dent the investment demand for futures.  Index money flows into the long side of 
market exceed influence of short hedgers by many multiples. Weak cash grain basis levels preceding 
and during the delivery month reflect the fact that there is more demand for futures longs (via index 
funds) than there is for cash—especially for wheat and within the last year soybeans as well.  For 
example, Sep 2008 wheat will not trade wider than full carry to Dec 2008, and therefore July 2008 will 
not trade below that full carry (July/Sep ) - regardless of where Chicago SRW is trading in cash versus 
July 2008 wheat Chicago futures. Herein lies the genesis of futures and cash failing to converge, which 
along with enhanced volatility, has prompted the CFTC to schedule 4/22/08 hearings on this issue.   
 
Index Interest Growing: Citigroup reported this week that Q1 ’08 investments in commodity indexes 
rose $40 bill to $185 bill—a larger gain than all of 2007.  The US dollar index is off 3.3% since Jan 1.  
The correlation between the CRB and the dollar over the last year is 0.88.  And while Goldman Sachs 
and AIG typically roll from the spot month to the next most active contract (3 weeks before FND), 
Deutsche Bank and other smaller index funds will roll nearby longs out ahead a full year.   
 
Thoughts on May/July CGO Wheat: A review of the May/July CGO wheat spreads shows the $1.90 
inverse that existed mid Dec ’07 which may coincide with index funds rolling longs ahead for a year or 
more.  The May/July inverse subsequently retreated by a 58 cent inverse in mid Jan before rallying to a 
$1.20 inverse into early Feb which may coincide with traders anticipating the Goldman/AIG index roll 
ahead of FND for March deliveries in late Feb. With the index fund longs in wheat all moved into 
distant months, the May/July spread subsequently collapsed to a 13 cent carry today.  Our point is that 
informed spreaders, in addition to be knowledgeable on cash basis, delivery stocks and global demand, 
must also be mindful of index fund roll periods to anticipate spread opportunities resulting from the 
massive forward movement of index fund longs. However, over time, capitalizing on well advertised 
fund roll periods will dissipate as index funds become more astute in sustaining their long hedges to 
minimize cost of forward roll to their investors.   
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Dorgan vs. the CFTC: Senator Dorgan’s may wish to reconsider his proposal to increase margins on 
energy futures contracts as fairness would suggest an eventual similar increase in CME Ag contract 
margins—an initiative that would be extremely un-popular with the Senator’s farm & commercial Ag 
constituency.  Additionally, The CFTC is on record that raising energy margin costs would not only 
impair the price discovery function but that there is little evidence that increased speculation in 
markets has added significantly to price. (The operative word here is “significantly”).  
 
Summation:  Grain/oilseed prices will remain elevated until gains in productivity and acreage match 
the rapid short term expansion in food and fuel uses of grain/oilseeds.  A decade ago critics targeted 
the growing prominence of trend-following funds as a “disruptive force” in Ag commodity price 
discovery.  Exchanges and regulators wisely opted to refrain from over-regulating funds. University of 
Illinois studies showed that the presence of trend following funds enhanced liquidity and dampened 
volatility.  Over time, market participants adjusted to the trend following funds through transparency of 
CFTC reporting of large non-commercial positions and greater awareness of the technical systems that 
drive fund trading behavior.  Are we undergoing a similar “birthing phase” with index funds?  CME 
exchange users will need to re-invent their business practices to accommodate the higher volatility that 
accompanies elevated pricing by looking for new ways to successfully manage basis and financing 
risks associated with using CME contracts.  Short hedgers will need access to more financing while 
farmers will need to accept wider basis on deferred bids to offset enhanced elevator risk in assuming 
forward cash obligations.  
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Livestock – Jason Mylett:  
 

1) Since January 2006 Index funds have more than doubled their passive length in the CME 
Livestock markets. 

2) Index funds are net long a total of 255,500 Live Cattle, Feeder Cattle, and Lean Hog futures 
contracts which represents 40% of combined open interest. 

3) Monetizing this total combined index fund position in the CME Livestock markets translates to 
$7.9 billion in commodity ownership. 

4) By definition, index funds will never give back this length. Index funds are passive longs. 
These positions are not actively traded. They are simply rolled from spot-month, ahead of first 
notice and expiration, into the succeeding contract month. 

5) As a result of increased index fund activity, both cattle and hog basis levels have been crushed 
as demand for futures outpaces demand for the underlying. 

6) Unlike the grain markets, livestock markets have had little, if any, problem with convergence. 
Hogs and Feeder Cattle contracts are cash-settled ie forced convergence. As for Live Cattle, a 
deliverable commodity, the notion of full carry does not exist. Therefore, spreads can trade 
with historically wide carries for a prolonged period.  

7) Index fund presence provides many opportunities for fundamental traders to exploit through 
various spread and relationship trades.  

 
 
 


