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   In investing terms, a commodity is a physical substance that can be interchanged with another product of the same type.  In practical terms, commodities are metals (nickel, gold, iron), natural resources (coal, oil, natural gas) and foodstuffs (corn, wheat, cattle).   This asset class is tangible-that is, you can touch them, as opposed to an intangible such as stock, which represents ownership in a company.

Investing in Commodities as an asset class is usually done by buying and selling “futures”-or the right to buy and sell the product without actually taking possession. Mutual funds and Exchange Traded funds allow the average investor to participate in these futures markets as well as by owning mining company stock.  Individual mining and other commodity based companies can also be bought and sold on the stock exchanges.
In past decades, two factors influenced the price of commodities.  First, supply and demand played a role at times, but usually temporarily.  Think about the “gas crisis” of the early 1970’s, or recently with Hurricane Katrina. At each time, the temporary shortage of a product (refined oil) led to an increase in price, and then, a decrease in price when supply returned.  However, in the long term-until recently, almost every commodity has been in a multi-decade oversupply, depressing prices.
Speculation is a factor in supply and demand.  The above mentioned rises in oil and gas prices were, in part, real constraints in the supply-leading to a sale to the “highest” bidder.  However, the addition of speculators hoping for continued price movements adds to the velocity of commodity market swings (as with most other investment options).

The second major factor influencing commodity prices is inflation.  Inflation (too much money for the amount of goods available), leads to people preferring to own “things” rather than increasingly worthless paper money (or investments that might not keep up with inflation induced losses).  America’s last serious bout with inflation was in the late 1970’s and early 1980’s.  Remember how high prices of real estate, silver, diamonds, and especially gold were then.

Gold is a particularly interesting commodity.  Used primarily for jewelry, gold has represented a store of value (an alternative money) for thousands of years.  Part practical and part mystical, this metal is especially inflation sensitive.

Over the last two years, investors in Commodities have been well rewarded-as prices of metals and natural resources have been hitting multiple year high values.  Why?  Remember the two reasons above-supply/demand and/or inflation.

The arguments on inflation are conflicting.  Despite the rise in gold and other commodities, long term bonds have not appreciably fallen in value (increased in yield).  These bonds are normally exquisitely sensitive to signs of inflation.  Still, the rise in metals might be a forewarning.

More likely, commodities are responding to a real change in the supply and demand situation.  The newly and rapidly industrializing Asian continent is a voracious consumer of industrial metals (and gold, a strong traditional store of value in that part of the world).  The same is true for natural resources-especially natural gas and oil. Consequently, long term demand is high and rising.  Supply is stagnant-no net new oil finds, and most mining operations take years to develop. Understanding this is key to a belief that we are just seeing the early years of a long term bull market in many commodities.  Talk to your financial advisor about having some of these assets in your portfolio.
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