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•                                                                   •WHY COMMODITY EQUITIES

•                                •M I N D I N G  T H E  F U T U R E  T O D A Y
TM

C ommodity related investments have once again 
become vogue. Investor interest in the sector has 

been spurred for a number of reasons, including low 
correlation to equities, perceived protection against 
rising infl ation/weakening currencies and participation 
in global growth – especially growth from the develop-
ing world. But commodity investments have too often 
proved to be a mirage – the illusion of growth in the 
desert of sub-par returns, high volatility and unex-
pected correlation.
 One should select a vehicle for natural resource 
investing based on rationale and return expectations. 
However, in the natural resource sector, the available 
investment vehicles have traditionally defi  ned the asset 
class, rather than the other way around, with vehicles 
designed to meet investor need. In practice this means 
that investors typically turn to futures to fi ll their “com-
modity” allocation. Most common are vehicles (mutual 
funds or exchange traded funds or ETFs) linked to com-
modity indices such as the Dow Jones-UBS (formerly 
Dow Jones-AIG) Commodity Index and the Goldman 
Sachs Commodity Index.
 Some investors may have been generally disap-
pointed with the performance of these indices. Despite 
the commodity boom that occurred from 2006 to the 
summer of 2008, and the sharp rebound after the 
March 2009 lows, commodity indices appear to have 
underperformed. The question is “underperformed 
what?” Funds that invest in commodity futures have 
little tracking error to futures indices. However, there 
may be signifi cant disparity between commodity futures 
returns and the movement in commodity spot prices. 
Technical factors such as the implied costs of storing 
physical commodities and transaction costs create some 
of the divergence.

 The most important factor in the success of any 
futures based commodity investment (either actively 
managed or index) is due to a large extent on the term 
structure of the futures curve for that commodity. When 
the contract price to buy or sell a commodity in the 
future decreases as time to that contract’s expiration 
increases, a condition called backwardation occurs. 
When prices get higher as time to expiration increases, 
the condition is called contango. Generally speaking, 
backwardation is benefi cial to futures investors, while 
contango is harmful. This is because at expiration, an 
investor who wishes to maintain the same economic 
position has to settle the expiring contract and buy a 
new one. If the market is in contango, the investor is 
forced to sell low and buy high. Therefore, the perfor-
mance of commodity futures can underperform the 
performance of commodity spot prices, sometimes 
dramatically, as the table below shows.
 Commodity equities also provide access to natural 
resources that do not have traded futurescontracts. 
Investors use the word “commodity” to refer both to 
the futures contracts as well as the underlying physical 
instruments. Yet most natural resources do not have 
related futures contracts, including highly abundant 
materials such as iron ore and coal and more rare but 
highly valued items such as uranium. Chart 1 on the 
following page shows the difference between the broad 
universe of physical resources and those that are acces-
sible via traded futures contracts. Commodity related 
equities also provide the ability to invest in servicing and 
related industry companies. These include equipment 
makers (i.e., mining equipment), service providers(i.e., 
contract drillers, commodity shippers), other raw inputs 
(i.e., fertilizers) and companies that transform raw 
materials into a usable product (i.e., oil refi ners, smelting 

 2007 2008 2009 YTD 3 Year*

Generic Oil Future (USO) 46.82 -56.31 9.34 -13.96
Oil Spot (CL1) 40.52 -38.64 28.53 -0.14
Oil & Gas Production Equities 35.83 -44.92 51.20 6.34

Table 1: Difference of Return

*Annualized

Source: Factset Aggregate Oil & Gas Production, Bloomberg
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companies). The companies react differently to changes in 
underlying commodity prices, sometimes leading, sometimes 
lagging. Some, such as refi ning companies and utilities can 
be inversely correlated to the underlying commodities for 
sometime, since they need to buy commodities as an input 
to make more fi nished products. How should investors use 
commodity equities as part of their asset allocation? Com-
modity equities represent a broadly diversifi edinvestment in 
global growth. They also represent an investment in the shift 
in the developing world from a source of supply to a source 
of demand for commodities. Perhaps most importantly, 

natural resources equity investments do not require contin-
ued increase in underlying commodity prices in order 
to be profi table. Purchasing a commodity future is an 
explicit bet on rising prices. Investing in natural resource 
companies is a more nuanced, more diversifi ed way of 
benefi  ting from supply/demand imbalances in the asset 
class. Equity resources investing broadens the universe to 
include a wide variety of natural resources and also the 
services, equipment and other inputs required for their 
extraction, refi nement and ultimate consumption..

Chart 1: Metals Universe
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Any opinions expressed are subject to change without notice and any statements of fact have been obtained from, or are based on, sources considered 
reliable, but no representation is made by Newgate as to their completeness or accuracy. There is no assurance that estimates or forecasts will be real-
ized and any company or security mentioned is for informational purposes only and is not necessarily held in a client portfolio. Fund holdings and 
sector allocations are subject to change at any time and are not recommendations to buy or sell any securities. A correlation coeffi cient is a measure 
of the interdependence of two random variables that ranges in value from -1 to +1, indicating perfect negative correlation at -1, absence of correla-
tion at zero, and perfect positive correlation at +1. The Dow Jones-UBS Commodity Index is a broad-based securities index that is unmanaged and 
not subject to fees and expenses. The Standard & Poor’s Goldman Sachs Commodity Index (formerly the Goldman Sachs Commodity Index) is a 
composite index of commodity sector returns which represents a broadly diversifi ed, unleveraged, long-only position in commodity futures. You cannot 
invest directly in an Index.  
Past performance is no guarantee of future results. 

The Newgate Global Resources Fund invests in foreign securities which involve greater volatility and political, economic and 
currency risks and differences in accounting methods. The Fund’s investments are concentrated in the natural resources industry, 
the value of its investments will be affected by factors related to that industry and may fl uctuate more widely than that of a fund 
that invests in a broad range of industries. The Fund may invest in derivative instruments, including options, futures contracts and 
options on futures contracts, synthetic instruments and currency swaps. The Fund may invest in companies of any size. The Fund 
invests in smaller companies, which involve additional risks such as limited liquidity and greater volatility. The Fund may invest 
in other investment companies, and the cost of investing in the Fund will generally be higher than the cost of investing directly 
in the shares of the mutual funds in which it invests, By investing in the Fund, you will indirectly bear your share of any fees and 
expenses charges by the underlying funds, in addition to indirectly bearing the principal risks of the Funds. The Fund also invests 
in Exchange Traded Funds. They are subject to additional risks that do not apply to conventional mutual funds, including the risks 
that the market price of an ETF’s shares may trade at a discount to it net asset value (“NAV”), an active secondary trading market 
may not develop or be maintained, or trading may be halted by the exchange in which they trade, which may impact the Fund’s 
ability to sell its shares. Investing entails risks, including possible risk of principal.

The Fund’s investment objectives, risk, charges and expenses must be considered carefully before investing. The prospectus contains this and other 
important information about the investment company, and it may be obtained by calling 888-963-9248 or visiting www.newgatefunds.com. Read 
it carefully before investing.

Newgate Capital Management LLC is the Investment Adviser for the Newgate Global Resources Fund which is distributed by 
Quasar Distributors, LLC (02.10) © 2010.
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