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Think of commodities as “stuff,” things you can touch.  This asset class is made up of the tangible items we use in eating and making things.  Commodity asset classes include oil, natural gas, gold, copper, grains, and other similar substances.  Until the last five years, investing in commodities has been a dismal experience.  Since the inflationary period of the 1970’s, this asset class has been in a bear market.  However, over the last few years, commodities as an asset class have been a rewarding investment.  Understanding the dynamics of investing in commodities is crucial in determining how well your investment portfolio might do.

In prior decades, commodity prices responded to two major stimuli-inflation and speculation.  Inflationary times prompted investors to own “things” that would retain purchasing power at a time when paper money was losing value rapidly.  Real estate and gold were especially attractive during those times.  Speculation also played a role when it appeared that there was a scarcity of an item (at least temporarily).  This was spectacularly seen with the attempt to corner the silver market in the 1970s.  Prior to this decade, rising commodity prices were met by a increased supply, as there was rarely a true shortage of a commodity item for more than a short period of time.  Invariably, the increased supply led to a sudden collapse in prices.

Are things different now?  They are, and for two important reasons.  First, demand is much higher than in prior decades, when the U.S. was the primary economic engine of the world.  In today’s “flat” world, there is a voracious demand for commodities by the rapidly industrializing and newly capitalistic countries in Asia, Eastern Europe and other regions of the world.  Waxing and waning U.S. demand is a much smaller factor in today’s economy.  The new global middle class seeks the same Western life style that we have with its co-incident appetite for energy, metals and food.

Additionally, we must consider the supply reaction to this increased demand. As noted, commodity supplies increased in prior years as an expected response to higher prices.  But supply is now constrained by several factors.  From an energy standpoint, there are many who believe that we have reached a period of “peak oil” discovery and extraction.  This implies that oil (and perhaps natural gas) will gradually run out over the next few decades, and that an increase in supply is not going to occur.  The very fact that oil prices have almost tripled in the last four years with no net increase in world oil production strongly supports this theory.  The supply of metals is limited by the fact that mines are unpopular with environmentalists and also tend to exist in politically unstable (if not hostile) countries.  Finally, food supply is constrained by a global use of arable land that is almost totally “full.”  As we begin to use food for fuel, the supply for eating drops further.
All of these factors suggest that we are to continue in a bull market for commodities and the companies that produce them.  There is an element of speculation that may provide some swings in pricing, but I expect that a buy and hold strategy will do well for our portfolios.  One can invest in commodity futures with a specialist or through hedge funds.  However, the vast majority of investors can obtain excellent exposure to this asset class through individual stocks, mutual funds and exchange traded funds.
