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EXCESSIVE SPECULATION 
IN THE WHEAT MARKET 

 
 
I.   EXECUTIVE SUMMARY 

 For several years, the U.S. Senate Permanent Subcommittee on Investigations has 
been examining the role of speculation in the commodity markets and failures of the 
federal regulatory structure to prevent excessive speculation from causing unwarranted 
changes in commodity prices and an undue burden on interstate commerce.   

In 2006, the Subcommittee released a report showing how the injection of billions 
of dollars from speculation into the commodity futures markets had contributed to rising 
energy prices.1  In 2007, the Subcommittee released a report and held a hearing showing 
how excessive speculation by a single hedge fund named Amaranth had distorted natural 
gas prices and contributed to higher costs for natural gas consumers. 2

                                                           
1In its 2006 report, “The Role of Market Speculation in Rising Oil and Gas Prices:  A Need to Put the Cop 
Back on the Beat,” S.Prt. 109-65 (June 27, 2006),  the Subcommittee investigation found that influx of 
billions of dollars into the U.S. energy markets through commodity index funds had contributed to the rise 
in energy prices, and that the large influx of speculative investments in these markets had altered the 
traditional relationships between futures prices and supplies of energy commodities, particularly crude oil.  
The Report recommended that Congress enact legislation to “close the Enron loophole,” the provision in 
the Commodity Futures Modernization Act of 2000 (CFMA), which exempted from regulation the trading 
of futures contracts and swaps for energy and metals commodities on electronic exchanges.  It also 
recommended legislation to ensure the CFTC had sufficient authority to monitor U.S. traders trading in 
U.S. commodities on foreign exchanges. See the 2006 Subcommittee report at 

  These and other 
reports offered a number of recommendations for legislative and regulatory actions to 
enable the Commodity Futures Trading Commission (CFTC) to fulfill its mission under 
the Commodity Exchange Act to prevent excessive speculation from “causing 
unreasonable or unwarranted fluctuations in the price of commodities in interstate 
commerce.”  

http://hsgac.senate.gov/public/_files/SenatePrint10965MarketSpecReportFINAL.pdf.   

2 In its 2007 report, “Excessive Speculation in the Natural Gas Market,” reprinted in S.Hrg. 110-235 (June 
25 and July 9, 2007), at pp. 196-710, the Subcommittee investigation found that Amaranth had distorted the 
price of natural gas futures contracts as a result of its large purchases of contracts on the regulated New 
York Mercantile Exchange (NYMEX) and “look-alike” swap contracts on the then-unregulated 
Intercontinental Exchange (ICE).  As a result of several provisions in the CFMA, the CFTC did not have 
authority to limit the positions of traders using ICE rather than NYMEX.  Based on this finding, the Report 
recommended that Congress enact legislation to close the Enron loophole in order to fully regulate 
electronic exchanges, like ICE, that are the functional equivalent of futures markets.  In the 2008 Farm Bill, 
Congress enacted legislation to close the Enron loophole by providing that commodity contracts traded on 
over-the-counter electronic exchanges that perform a significant price discovery function be regulated in 
the same manner as futures contracts.  As a result of this legislation, the CFTC now has the authority – and 
responsibility – to regulate and monitor these electronic markets to prevent excessive speculation.  See the 
2007 Subcommittee report at 
http://hsgac.senate.gov/public/_files/REPORTExcessiveSpeculationintheNaturalGasMarket.pdf.  

 

http://hsgac.senate.gov/public/_files/SenatePrint10965MarketSpecReportFINAL.pdf�
http://hsgac.senate.gov/public/_files/REPORTExcessiveSpeculationintheNaturalGasMarket.pdf�
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 In the Amaranth investigation, the Subcommittee examined how the activities of a 
single trader making large trades on both a regulated futures exchange and an unregulated 
electronic energy exchange constituted excessive speculation in the natural gas market.  
To prevent this type of excessive speculation, the Subcommittee report recommended 
that limits on the number of contracts that a trader can hold at one time, known as 
position limits, be applied consistently to both markets in which the same type of natural 
gas contracts are traded.   

 In the current investigation, the Subcommittee has examined how the activities of 
many traders, in the aggregate, have constituted excessive speculation in the wheat 
market.  To prevent this type of excessive speculation, this Report recommends that the 
CFTC phase out waivers and exemptions from position limits that were granted to 
commodity index traders purchasing wheat contracts to help offset their sales of 
speculative financial instruments tied to commodity indexes.    

A commodity index, like an index for the stock market, such as the Dow Jones 
Industrial Average or the S&P 500, is calculated according to the prices of selected 
commodity futures contracts which make up the index.  Commodity index traders sell 
financial instruments whose values rise and fall in tune with the value of the commodity 
index upon which they are based.  Index traders sell these index instruments to hedge 
funds, pension funds, other large institutions, and wealthy individuals who want to invest 
or speculate in the commodity market without actually buying any commodities.  To 
offset their financial exposure to changes in commodity prices that make up the index and 
the value of the index-related instruments they sell, index traders typically buy the futures 
contracts on which the index-related instruments are based.  It is through the purchase of 
these futures contracts that commodity index traders directly affect the futures markets. 

 The Subcommittee investigation examined in detail how commodity index traders 
affected the price of wheat contracts traded on the Chicago Mercantile Exchange.  CFTC 
data shows that, over the past three years, between one-third and one-half of all of the 
outstanding wheat futures contracts purchased (“long open interest”) on the Chicago 
exchange are the result of purchases by index traders offsetting part of their exposure to 
commodity index instruments sold to third parties.  The Subcommittee investigation 
evaluated the impact that the many purchases made by index traders had on prices in the 
Chicago wheat futures market.  This Report finds that there is significant and persuasive 
evidence to conclude that these commodity index traders, in the aggregate, were one of 
the major causes of “unwarranted changes”—here, increases—in the price of wheat 
futures contracts relative to the price of wheat in the cash market.  The resulting unusual, 
persistent, and large disparities between wheat futures and cash prices impaired the 
ability of participants in the grain market to use the futures market to price their crops and 
hedge their price risks over time, and therefore constituted an undue burden on interstate 
commerce.  Accordingly, the Report finds that the activities of commodity index traders, 
in the aggregate, constituted “excessive speculation” in the wheat market under the 
Commodity Exchange Act.   

The futures market for a commodity provides potential buyers and sellers of the 
commodity with prices for the delivery of that commodity at specified times in the future.  
In contrast, the cash market provides potential buyers and sellers with the price for that 
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commodity if it is delivered immediately.  Normally, the prices in the futures market 
follow a predictable pattern with respect to the cash price for a commodity.  Typically, as 
a contract for future delivery of a commodity gets closer to the time when the commodity 
is to be delivered under the contract (the expiration of the contract), the price of the 
futures contract gets closer to the price of the commodity in the cash market.  The prices 
are said to “converge.”  In recent years in the wheat market, however, the futures prices 
for wheat have remained abnormally high compared to the cash prices for wheat, and the 
relationship between the futures and cash prices for wheat has become unpredictable.  
Oftentimes the price of wheat in the Chicago futures market has failed to converge with 
the cash price as the futures contract neared expiration.        

 The result has been turmoil in the wheat markets.  At a time when wheat farmers 
were already being hit by soaring energy and fertilizer costs, the relatively high price of 
wheat futures contracts compared to the cash price, together with the breakdown in the 
relationship between the two prices and their failure to converge at contract expiration, 
have severely impaired the ability of farmers and others in the grain business to use the 
futures markets as a reliable guide to wheat prices and to manage price risks over time.   

 Participants in the grain industry have complained loudly about the soaring prices 
and breakdowns in the market.  “Anyone who tells you they’ve seen something like this 
is a liar,” said an official of the Farmers Trading Company of South Dakota.  An official 
at cereal-maker Kellogg observed, “The costs for commodities including grains and 
energy used to manufacture and distribute our products continues to increase 
dramatically.”  “I can’t honestly sit here and tell who is determining the price of grain,” 
said one Illinois farmer, “I’ve lost confidence in the Chicago Board of Trade.”  “I don’t 
know how anyone goes about hedging in markets as volatile as this,” said the president of 
MGP Ingredients which provides flour, wheat protein, and other grain products to food 
producers.  “These markets are behaving in ways we have never seen,” said a senior 
official from Sara Lee.  A grain elevator manager warned, “Eventually, those costs are 
going to come out of the pockets of the American consumer.” 

The inability of farmers, grain elevators, grain merchants, grain processors, grain 
consumers, and others to use the futures market as a reliable guide to wheat prices and 
manage their price risks over time has significantly aggravated their economic difficulties 
and placed an undue burden on the grain industry as a whole.       

 This Report concludes there is significant and persuasive evidence that one of the 
major reasons for the recent market problems is the unusually high level of speculation in 
the Chicago wheat futures market due to purchases of futures contracts by index traders 
offsetting sales of commodity index instruments.  To diminish and prevent this type of 
excessive speculation in the Chicago wheat futures market, the Report recommends that 
the CFTC phase out existing exemptions and waivers that allow some index traders to 
operate outside of the trading limits designed to prevent excessive speculation.   

  A.  Subcommittee Investigation 

To prepare this Report, the Subcommittee conducted a year-long, bipartisan 
investigation.  As a first step, the Subcommittee obtained and analyzed price and trading 
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data from a variety of agricultural futures and cash markets.  The Subcommittee obtained, 
for example, daily and monthly wheat futures and cash price data from the CFTC, U.S. 
Department of Agriculture, Chicago Mercantile Exchange, Kansas City Board of Trade, 
and Minneapolis Grain Exchange.  The Subcommittee also examined numerous historical 
materials on the operations and performance of the grain futures markets, and on the 
development and application of relevant statutes, regulations, and guidance.  The CFTC 
provided extensive data on index trading, as well as information on the application of 
position limits and the granting of exemptions.  The Subcommittee appreciates the 
cooperation and responsiveness of the exchanges and federal agencies.   

 To understand the issues, the Subcommittee interviewed numerous experts and 
persons familiar with the wheat markets, agricultural commodity markets as a whole, and 
commodity indexes.  The interviews included persons familiar with grain trading and 
actual traders from a wide range of organizations in the grain industry:  farm 
organizations, grain elevator operators, grain merchants, grain processors, food 
manufacturers, and agricultural trade groups.  The Subcommittee also interviewed 
farmers, market analysts, agricultural economists, academic experts, financial 
institutions, and exchange officials.  The Subcommittee also benefitted from a number of 
meetings and presentations provided by the CFTC.  The Subcommittee appreciates the 
cooperation and assistance of these individuals, organizations, and agencies.       

B.  The Cash and Futures Markets for Wheat 

Wheat crops change hands primarily through cash transactions.  There is no 
centralized cash market for wheat or other grains; the cash market exists wherever a grain 
elevator, grain merchant, grain consumer, or other participant in the grain industry posts a 
price to purchase or sell grain.  Cash transactions take place all over the country, at all 
times of the day, either with or without the use of standardized contracts.  In a common 
transaction, a grain elevator purchases wheat from a farmer for cash and then stores the 
wheat for sales throughout the year to grain processors.   

Wheat futures are sold on three regulated exchanges:  the Chicago Mercantile 
Exchange (CME), the Kansas City Board of Trade (KCBOT), and the Minneapolis Grain 
Exchange (MGEX).  Wheat traded on the Chicago exchange, known as “soft red winter” 
wheat, is used mainly for crackers, pie crusts, cakes, and biscuits.  Wheat traded in 
Kansas City, known as “hard red winter” wheat, is primarily used to make flour for 
bread.  The Minneapolis exchange trades “hard red spring” wheat, which also is used to 
make bread, biscuits, and rolls.   

All three of these futures exchanges offer standardized contracts to buy or sell 
standard amounts and types of wheat for which the only negotiated variable is the price.  
In the vast majority of cases, traders of wheat futures contracts do not take physical 
delivery of the wheat being bought or sold on the futures market.  Rather, the primary 
purpose of the futures market is to enable market participants to “discover” the price of 
wheat for delivery at specified times in the future, to purchase or sell such contracts for 
future delivery at such prices, and thereby to enable wheat market participants to protect 
their business activities against the risk of future price changes. 
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C.  Increasing Commodity Index Speculation 

A commodity index is calculated using the prices of the futures contracts for the 
commodities that make up the index.  Each commodity within a commodity index is 
assigned a “weight,” and the contribution of each commodity toward the value of the 
index is calculated by multiplying the current price of the specified futures contract for 
that commodity by the assigned weight.  All of the major, broad-based commodity 
indexes include soft red winter wheat futures contracts traded on the Chicago exchange 
as one of their component commodities.      

The purchase of a financial instrument whose value is linked to a commodity 
index offers the buyer the potential opportunity to profit from the price changes in futures 
contracts for a broad spectrum of commodities, without having to actually purchase the 
referenced commodities.  Typically, hedge funds, pension funds, and other large 
institutions purchase these financial instruments with the aim of diversifying their 
portfolios, obtaining some protection against inflation, and profiting when commodity 
prices are rising.  Since they are not involved in selling or buying actual commodities, 
and do not use these instruments to hedge or offset price risks regarding the actual use of 
the underlying commodities, the purchasers of commodity index instruments are making 
a speculative investment.      

The large growth in commodity index speculation is a recent phenomenon.  It is 
only over the past six years that financial institutions have heavily marketed commodity 
index instruments as a way to diversify portfolios and profit from rising commodity 
prices.  The total value of the speculative investments in commodity indexes has 
increased an estimated tenfold in five years, from an estimated $15 billion in 2003, to 
around $200 billion by mid-2008.3

The amount of speculation in the wheat market due to sales of commodity index 
instruments has, correspondingly, grown significantly over the past five years.  CFTC 
data indicates that purchases by index traders in the largest wheat futures market, the 
Chicago Mercantile Exchange, grew sevenfold from about 30,000 daily outstanding 
contracts in early 2004, to a peak of about 220,000 contracts in mid-2008, before 
dropping off at year’s end to about 150,000 contracts.  (Figure ES-1).  The data shows 
that, during the period from 2006 through 2008, index traders held between 35 and 50% 
of the outstanding wheat contracts (open long interest) on the Chicago exchange and 
between 20 and 30% of the outstanding wheat contracts on the smaller Kansas City 
Board of Trade.    

 

The presence of index traders is greatest on the Chicago exchange compared to 
the other two wheat exchanges, and is among the highest in all agriculture markets.  In 
addition, neither of the other two wheat markets, nor any other grain market, has 
experienced the same degree of breakdown in the relationship between the futures and 
cash markets as has occurred in the Chicago wheat market.  Accordingly, the 
                                                           
3 This estimate reflects both the actual amounts invested in commodity index related instruments and the 
appreciation in value of those investments due to increasing commodity prices.   
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Subcommittee focused its investigation on the role of index trading on the Chicago 
exchange and the breakdown in the relationship between Chicago wheat futures and cash 
prices.    
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Figure ES-1.  Growth in index fund purchases of Chicago wheat futures contracts.  Chart 
prepared by Permanent Subcommittee on Investigations.  Data source:  CFTC.   

 
D.  Impact of Index Instruments on the Wheat Futures Market 

Commodity indexes have an indirect but significant impact on futures markets.  A 
commodity index standing alone is a computational device unsupported by any actual 
assets such as futures or commodity holdings.  Financial institutions that sell index 
investments, however, have created three basic types of financial instruments tied to 
commodity indexes:  commodity index swaps, exchange traded funds (ETFs), and 
exchange traded notes (ETNs).  Commodity index swaps are sold by swap dealers and 
are the most common index instrument; ETFs and ETNs offer index-related shares for 
sale on a stock exchange.  The value of commodity index swaps, index-related ETFs, and 
index-related ETNs rises and falls with the value of the commodity index upon which 
each is based.   

Speculators who buy index instruments do not themselves purchase futures 
contracts.  But the financial institutions who sell them the index instruments typically do.  
In the case of commodity index swaps, for example, swap dealers typically purchase 
futures contracts for all commodities on which an index is based to offset their financial 
exposure from selling swaps linked to those futures contracts.  CFTC data shows that, 
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The National Farmers Union described the financial impact upon many farmers:   

“As speculators created a market bubble and attitude that higher prices 
were set to stay, crop, livestock and dairy producers locked in higher 
inputs and feed costs.  The false signals were not reserved for agricultural 
producers, but extended beyond production agriculture to the ethanol and 
biodiesel industries and input suppliers, all locking in higher feedstocks 
and supplies.  The 2008 economic collapse and bursting of [the] bubble 
have jeopardized the economic livelihoods of all these players, which will 
ripple throughout our rural communities.  .  .  .   

“As you can imagine, it was very frustrating for farmers who were paying 
record amounts for inputs, but could not implement effective marketing 
plans or strategies to take advantage of the higher prices for their crops.”51

The general increase in commodity prices also severely impaired the ability of 
many grain elevators to buy and sell grain.  Elevators are a critical link in the marketing 
chain for wheat and other grains.  A publication by the Federal Reserve Bank of Kansas 
City explains: 

 

“Since their emergence in the mid-1800s, grain elevators have earned 
income by collecting, storing, and readying grain for transportation.  
Smaller, country grain elevators collect grain from farmers, hold it in 
storage, and coordinate transportation to final end users or larger terminal 
elevators, which coordinate larger shipments to other domestic or 
international users.  The grain held in storage is either owned by the 
elevator or by the farmers, who pay storage fees.”52

Grain elevators usually purchase grain from farmers with cash purchases or 
forward contracts which set a specified date in the future for the delivery of the 
commodity.  

   

“In a forward contract, an elevator agrees to purchase a quantity of grain from a 
farmer at a specified quality or grade to be delivered on a future date an agreed-on 
price.  Forward contracts are typically consummated pre-harvest, allowing 
farmers to guarantee a crop price and eliminate the risk of falling crop prices as 
harvest approaches.”53

                                                           
51 Testimony of Tom Buis, National Farmers Union, Before the U.S. House of Representatives Agriculture 
Committee, Feb. 3, 2009.  

   

52 Jason Henderson & Nancy Fitzgerald, Can Grain Elevators Survive Record Crop Prices?, The Main 
Street Economist, Federal Reserve Bank of Kansas City, Vol. iii, Issue III (2008).   “According to the 2002 
Economic Census, grain elevators operated in almost 6,000 locations and employed over 61,000 workers.  
Grain elevators generated almost $90 billion in sales and revenue.”  Id.   

53 Id.  
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Many grain elevators, particularly co-operatives owned by farmers, also sell seed, 
fertilizer and other items that farmers need.     

In order to protect themselves from the risk of falling crop prices, elevators 
usually hedge their cash or forward purchases by entering into futures contracts on the 
futures exchanges to sell the grain at a price they expect will cover their expenses.  Grain 
elevators that possess grain in storage are said to be “long” in the cash market; when they 
enter into futures contracts to sell that grain in a future month, they are said to be “short” 
in the futures market.  Once the purchase of a cash crop is hedged with a futures contract, 
any decline in the value of the crop in the cash market should be offset with a gain in the 
futures market.54

 Even if an elevator is completely hedged—so that the elevator will have “locked 
in” a gain regardless of the direction of the market—a steeply rising market can impose 
significant additional costs upon the elevator operator.  In a rising market, grain elevators 
and merchants that have hedged by selling futures may be subject to margin calls from 
the exchanges to cover the loss in value of their “short” positions.  These margin calls, 
which are made at the end of each trading day, require payments by the grain elevator or 
other party to the futures exchanges into a margin account.  The amounts in the margin 
account are not recovered by the elevator until the short position is closed out—in this 
case, until the elevator sells its grain and terminates the hedge.  If a grain elevator cannot 
make the requisite margin payments, the exchange will close out its position at the 
current market price, possibly causing further losses.     

   

 In 2008, rising grain prices in the cash markets, together with rising margin calls, 
required many grain elevators to make much larger cash outlays than normal.  The 
National Grain and Feed Association estimated that a typical grain elevator faced a 300% 
increase in hedging costs in 2008, compared to 2006.55  It stated that “recent commodity 
price increases have led to unprecedented borrowing by elevators—and unprecedented 
lending by their bankers—to finance inventory and maintain hedge margins.”56

 According to the Federal Reserve Bank of Kansas City, in the first quarter of 
2008, the Farm Credit System “raised $10 billion in funds through the sale of debt 

   

                                                           
54 At the same time, any gain in the cash market due to an appreciation in the price of the commodity in the 
cash market should be offset by a loss in the futures market.  That is why a hedging strategy prevents gains 
as well as losses due to changes in the value of the commodity and should leave the hedged party 
indifferent to price changes.  Hedging is more fully described in Section III of this Report.  

55 National Grain and Feed Association, Effects of a Changed Marketplace on Elevators, Producers 
(document provided to the Subcommittee).   

56 Id.  
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 Single month limit.   The CFTC applies less stringent position limits in months 
other than the spot month because the potential for congestion, price distortion, and 
disruption of the cash market is lower than in the spot month.  Nonetheless, single month 
limits are necessary to prevent individual traders from acquiring large positions that could 
distort the price of a particular futures contract.113

 All-months combined.  The CFTC also imposes and requires the exchanges to 
impose an an all-months combined position limit for agricultural commodities, which is a 
limit on the total number of contracts across all months that a trader may hold.  CFTC 
regulations state that the all months-combined levels must be no greater than 10% of the 
average total open interest (outstanding contracts) in futures and options, up to an open 
interest of 25,000 contracts, with a marginal increase of up to 2.5% of the total open 
interest thereafter.  The CFTC’s regulations also allow the exchanges to establish all-
months combined position limits based on other factors related to the customary size of 
speculative positions in the particular market, provided that such totals do not have 
significant potential for market distortion.

  Under existing CFTC position limits, 
for example, no trader may own more than 5,000 wheat contracts that expire in the same 
month. 

114

  2.  Hedge Exemptions 

  Under existing CFTC position limits for 
wheat, no trader may hold a total of more than 6,500 wheat contracts for all months 
combined. 

 The purpose of position limits is to diminish or prevent the burdens on interstate 
commerce that result from excessive speculation in the commodity futures markets.  The 
Congress has made it clear, however, that position limits should not apply to the 
legitimate use of the futures markets by commodity producers, merchants, or end-users to 
price their goods efficiently or to manage their price risks.  The Commodity Exchange 
Act directs the CFTC to grant an exemption from established commodity position limits 
for “bona fide hedging transactions or positions.”  Section 4a(c) of the Commodity 
Exchange Act states:   

                                                           
113 That unusually large positions in a single month can distort futures prices, even when the month is other 
than the spot month, was demonstrated in the Subcommittee’s investigation into the trading practices of 
Amaranth, a hedge fund active in the natural gas market.  See PSI, Excessive Speculation in the Natural 
Gas Market, (2007). 

114 CFTC regulations state that such positions “shall not be extraordinarily large relative to total open 
positions in the contract, the breadth and liquidity of the cash market underlying each delivery month and 
the opportunity for arbitrage between the futures market and the cash market in the commodity underlying 
the futures contract.”  17 C.F.R. §150.5(c)(2)(2008). 
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“No rule, regulation, or order issued under subsection (a) of this section 
shall apply to transactions or positions which are shown to be bona fide 
hedging transactions or positions.”115

 The Commodity Exchange Act provides the CFTC with the discretion to define 
the term bona fide hedging transaction, “consistent with the purposes” of the CEA, in 
order to “permit producers, purchasers, sellers, middlemen, and users of a commodity or 
a product derived therefrom to hedge their legitimate anticipated business needs for that 
period of time into the future for which an appropriate futures contract is open and 
available on an exchange.”

     

116

 The purpose of this exemption is to allow commodity producers, merchants, and 
end-users to hedge their crops in the futures markets to protect against price risks arising 
from their commercial activities involving that commodity.  The objective is to allow 
them to enter into a sufficient number of futures contracts to meet the legitimate needs of 
their commercial operations.  One of the rationales underlying the exemption is that since 
hedgers are price neutral—because they are hedged they will neither gain nor lose money 
as the prices in the futures market change—they would have no motive to attempt to 
manipulate prices through large trades.   

    

 The CFTC first issued a regulation defining a bona fide hedging transaction in 
1936, immediately following passage of the Commodity Exchange Act.  The original 
definition essentially defined hedging as a sale or purchase of a contract for future 
delivery of a commodity if the sale or purchase was offset, in terms of quantity, by 
ownership or fixed-price purchases or sales of the same commodity in the cash market.117  
Since that time, the types of transaction that qualify for the bona fide hedge exemption 
have been expanded both by Congress and by CFTC administrative action.118

 The current CFTC regulation states that the term “bona fide hedging transactions 
and positions” means transactions or positions in a futures contract or option:  

   

                                                           
115 7 U.S.C. §6a(c) (2006). 
 
116 Id.  In recognition of the concern that large hedgers can affect prices in the same manner as large 
speculators, to help determine whether the CFTC has adequate authority and regulations to “prevent 
unwarranted price pressures by large hedgers,” in this section of the CEA, Congress also directed the CFTC 
“to monitor and analyze the trading activities of the largest hedgers . . .  operating in the cattle, hog, or pork 
belly markets,” and report its findings to Congress.  Id.     

117 Allen B. Paul, Treatment of Hedging in Commodity Market Regulation, USDA Economic Research 
Service, Technical Bulletin No. 1538 (April 1976), at p. 2 (available in farmdoc archives). 

118 For example, in 1956, Congress amended the Commodity Exchange Act to include the “anticipatory 
hedge” as a bona fide hedging transaction, meaning that at the time of the purchase or sale of a futures 
contract the trader did not actually have to own, purchase, or sell a physical commodity, but rather only 
anticipate doing so.  Id.     

http://www.farmdoc.uiuc.edu/irwin/links_archive.asp�
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“where such transactions or positions normally represent a substitute for 
transactions to be made or positions to be taken at a later time in a 
physical marketing channel, and where they are economically appropriate 
to the reduction of risks in the conduct and management of a commercial 
enterprise . . . .”119

 The CFTC regulation also requires that a bona fide hedging transaction 
arise from either:  (1) a potential change in the value of an asset that a person 
owns, produces, processes, or sells or anticipates owning, producing, processing, 
or selling; (2) the potential change in value of liabilities that the person owes or 
anticipates incurring; or (3) the potential change in the value of services that the 
person provides or purchases, or anticipates providing or purchasing.

  

120

“no transactions or positions shall be classified as bona fide hedging for 
purposes of section 4a of the Act unless their purpose is to offset price 
risks incidental to commercial cash or spot operations and such positions 
are established and liquidated in an orderly manner in accordance with 
sound commercial practices [and the additional requirements pertaining to 
anticipatory hedging or exemptions from spot month limits] ....”

  In 
addition, the CFTC regulation includes another overall qualification that:  

121

 While there has been longstanding, broad consensus on the need to grant hedge 
exemptions for commodity producers, merchants, and end users to manage their price 
risks, granting similar exemptions to financial firms seeking to use the futures market to 
manage their financial risks has been the subject of longstanding debate and controversy.   

 

In 1986, Congress urged the CFTC to consider expanding the hedge exemption to 
include financial firms using the futures markets to manage various types of financial 
risks.  The committee report by the House Committee on Agriculture on the Futures 
Trading Act of 1986, stated: 

“The Committee wishes the Commission to consider giving certain 
concepts, uses, and strategies ‘non-speculative’ treatment under the Act 
and relevant Commission regulations, whether under the hedging 
definition or, if appropriate, as a separate category similar to the treatment 
given certain spread, straddle, or arbitrage positions:  one, the concept of 
‘risk management’ by portfolio managers as an alternative to the concept 

                                                           
119 17 C.F.R. §1.3(z) (2008).   

120 Id.   

121 Id. The regulation allows hedges of the actual amount of the sale or purchase or an anticipatory hedge (a 
hedge placed in advance of the actual sale or purchase of the commodity) up to the amount of the 
commodity typically bought or sold over a 12 month period.  The CFTC permits these bona fide hedgers to 
apply for exemptions from the spot month limits.  Id. at §§1.47, 1.48.   
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of ‘risk reduction’; two, futures positions taken as alternatives rather than 
temporary substitutes for cash market positions; three, other trading 
strategies involving the use of financial futures.”122

The report of the Senate Committee on Agriculture, Nutrition and Forestry 
emphasized that any actions taken by the CFTC in this regard should be consistent with 
its fundamental mission to prevent excessive speculation which causes unreasonable or 
unwarranted changes in commodity prices.

    

123

 In 1991, a firm asked the CFTC to grant it an exemption from the position limits 
in order to purchase and hold futures contracts to hedge its exposure to commodity 
futures prices from certain financial instruments, called swaps, which it planned to sell to 
pension funds and other institutional investors.  The value of these swaps was to be 
linked to an index calculated from the prices of specified commodity futures contracts 
and so would fluctuate with the values of the underlying futures contracts.  Because of 
this exposure to the price of specified futures contracts, the firm requested a hedge 
exemption so that it could purchase a sufficient number of futures contracts to hedge its 
swaps exposure.  Based on its interpretation of the direction provided by Congress in the 
Futures Trading Act of 1986, the CFTC granted this request, even though the firm’s 
trading on the futures market was not in connection with the production, sale, or use of 
any physical commodity.     

   

According to the records provided to the Subcommittee by the CFTC, four swap 
dealers selling index-related swaps currently operate with hedge exemptions that allow 
them to hold much larger positions on the Chicago wheat futures market than would 
otherwise apply under the CFTC’s speculative position limits.  Two other firms that 
market index-related instruments have received permission from the CFTC to exceed the 
position limits by a specified amount under formal decisions by the CFTC to not enforce 
the standard limits with respect to the futures contracts held by these firms.     

The next two sections of the Report trace the rise of commodity index trading, 
how the exemptions from position limits have facilitated index trading in the wheat 
market, and how index trading, in the aggregate, has contributed to unreasonable and 
unwarranted changes in the futures prices for wheat and constituted excessive 
speculation.   

                                                           
122 H.R. Rep. No. 624, 99th Cong., 2d Sess., at pp. 45-6 (1986).   

123 S. Rep. No. 291, 99th Cong., 2d Sess., at pp. 21-2 (1986). 
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“If you can look into the seeds of time,   
And say which grain will grow and which will not, 

 Speak then to me . . . “ 

  --MacBeth, Act I, Scene III  

 
IV.  COMMODITY INDEXES  

 One of the most significant developments in commodity markets in recent years has been 
the increasing amount of trading in financial instruments whose value is linked to the value of a 
commodity index.  Commodity indexes are typically calculated using a wide range of 
commodity futures contracts, such as futures contracts for agriculture, energy, and metal 
commodities.  Although instruments linked to a broad-based commodity index have existed for 
several decades, it is only within the past few years that these index instruments have become a 
popular vehicle to speculate in commodity prices.  Since 2000, a number of academic 
publications, financial trade journals, and marketing presentations by swap dealers have touted 
the alleged benefits of index instruments.  As a result, the total value of index instruments—
purchased mainly by financial institutions, insurance companies, pension funds, foundations, 
hedge funds, and wealthy individuals—has grown more than tenfold in five years, from an 
estimated $15 billion in 2003, to at least $200 billion in mid-2008.124

 This section explains how commodity indexes work; how persons commonly make 
investments based upon a commodity index using swaps, exchange traded funds, or exchange 
traded notes; how speculative purchases of index instruments affect the futures markets; and how 
the standard commodity trading limits have been waived for swap dealers and other index traders 
through hedge exemptions and no-action letters issued by the CFTC.  This section also discusses 
recent CFTC actions pertaining to index trading.   

  The purchases of these 
index instruments have resulted in the injection of billions of dollars in passive, long investments 
into the agricultural, energy, and metals futures markets. 

 Section V of this Report presents evidence indicating that the large amount of index 
trading in the Chicago wheat futures market is one of the major reasons for the increasing gap 
between the futures prices and cash prices (the basis), and for the frequent failure of wheat 
futures prices and cash prices to converge as the futures contracts expire.  These pricing 
distortions and breakdowns have imposed significant additional costs upon farmers, grain 
elevators, grain merchants, and wheat users, thereby resulting in an undue burden on commerce 
which necessitates regulatory action to alleviate.    

 
                                                           
124 CFTC, Staff Report on Commodity Swap Dealers & Index Traders with Commission Recommendations, at p. 3 
(preliminary data).  This estimate reflects both the actual amounts invested in commodity index related instruments 
and the appreciation in value of those investments due to increasing commodity prices. 
 



77 
 

 A.  Commodity Index Trading in Agricultural Markets 

 The full extent of the explosive growth of commodity index trading has only recently 
become apparent, since it is only within the last few years that the CFTC has collected and 
publicly reported data on the extent of index traders purchasing commodity futures.  Prior to 
2007, index-related trades were included in the overall data reported by commercial and non-
commercial traders in the CFTC’s traditional Commitment of Traders Report, its key 
compilation of information on the extent and nature of the participation on regulated commodity 
futures exchanges.125  In January 2007, in response to requests from Congress, the agriculture 
industry, and others, the CFTC began to publish weekly data on the total or aggregate positions 
of index traders in agricultural futures contracts traded on those exchanges.126

This data appears in the CFTC’s “Supplemental Commodity Index Trader Report.”  That 
CFTC report now provides the total positions in agricultural futures contracts of managed funds, 
pension funds, and “other institutional investors that generally seek exposure to commodity 
prices as an asset class in an unleveraged and passively-managed manner using a standardized 
commodity index.”  In addition, it includes the aggregated positions of swap dealers “holding 
long futures positions to hedge short OTC commodity index exposure opposite institutional 
traders such as pension funds.”

   

127

 When it began publishing this weekly data in 2007, the CFTC also released data on index 
trading that it had acquired for the calendar year 2006.  This older data enabled the CFTC weekly 
data series on index trader positions in commodity futures markets to extend back to January 
2006.  The CFTC staff then took another step by extrapolating its data on index positions held by 
swap dealers back to January 2004.  Although the CFTC has not included this extrapolated data 

  Together, this data provides the best available information on 
the volume of commodity index trading in U.S. agricultural futures markets. 

                                                           
125 For the CFTC’s explanation and description of its Commitment of Traders Report, see 
http://www.cftc.gov/marketreports/commitmentsoftraders/index.htm.   
 
126 Commodity Futures Trading Commission, Commission Action in Response to the ‘Comprehensive Review of the 
Commitments of Traders Reporting Program’ (June 21, 2006), December 5, 2006.  The CFTC concluded it was able 
to calculate the aggregate positions of index traders in agriculture futures markets, because:  “A careful review of 
swap dealer positions shows that, with respect to agricultural commodities, swap dealers’ OTC trading activities are 
generally limited to taking short OTC positions opposite pension funds or other index-based traders seeking to 
diversify portfolios by adding long commodities exposure.  Thus, the swap dealers’ futures positions are generally 
limited to long futures hedges offsetting their short OTC exposure to those pension funds or other index-based 
traders.”  Id., at p. 11.  At the same time, the CFTC concluded it could not perform a similar analysis with respect to 
index trading in the energy or metals markets.  For energy and metal commodities, the CFTC found that the swap 
dealers’ positions on the futures exchanges resulted from the netting of a variety of OTC exposures, many of which 
were not due to purchases or sales of commodity indexes.  The CFTC found it was “difficult, if not impossible, to 
link these residual futures positions with any part of the underlying activity that makes up the book of the swap 
dealer.  The Commission has concluded, therefore, that at present, including the energy and metal markets in the 
[Commitment of Traders-Supplemental] report would seriously mislead the public as to the actual amount of index 
trading and the amount of commercial trading that was present in those market.”  Id., at pp. 11-12.  
    
127 Id. 

http://www.cftc.gov/marketreports/commitmentsoftraders/index.htm�
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for the years 2004 to 2005 in its formal Supplemental Commodity Index Trader Report, the 
Commission has presented select portions of it to the public.  At the Subcommittee’s request, the 
CFTC provided the complete extrapolated data series to the Subcommittee for use in this 
investigation.      

The CFTC data provides useful information on the extent and history of commodity 
index trading in agricultural futures markets.  Figure 19 presents, for example, CFTC data on the 
number of outstanding purchased futures contracts (long open interest) held by commodity index 
traders in the wheat, corn, and soybean markets over the past five years.  The data shows a 
substantial volume of contracts in the corn futures market, with about half as many contracts in 
the wheat and soybean futures markets.  Index trading in the corn market, for example, grew 
sevenfold from about 70,000 corn contracts in 2004, to a peak of almost 500,000 corn contracts 
in early 2008, before sharply dropping by half to about 270,000 contracts at year’s end.  Index 
trading in the Chicago wheat market was smaller on an absolute level, but just as steep, growing 
sevenfold from about 30,000 contracts in early 2004, to a maximum of about 220,000 contracts 
in mid-2008, before dropping off at the end of the year to about 150,000 contracts.  The amount 
of index trading in the Kansas City wheat market was substantially less, varying from about 
15,000 contracts to 35,000 contracts.      
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Figure 19.   Open interest due to index investments.  Data source:  CFTC.   

Figure 20 breaks the data down a different way, showing the percentage of outstanding 
purchased contracts (total long open interest) held by index traders in the wheat, corn, and 
soybean markets.  This data indicates that although there is a greater overall number of index 
fund contracts in the corn market, index traders have a relatively greater presence in the Chicago 
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wheat market.  In addition, the data shows that index trading constitutes a significantly larger 
share of the Chicago wheat futures market than the Kansas City futures market.  It shows, for 
example, that in 2008, index traders held a significant share of the outstanding futures 
contracts—between 40 and 45% of the long open interest in the Chicago wheat futures market, 
and between 20 and 30% of the long open interest in the Kansas City wheat futures market.       
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Figure 20.   Percent of long open interest held by index traders.  Data source:  CFTC. 

 
 B.  Components of a Commodity Index  

Speculation in commodity index instruments has grown over the past five years, as they 
have become a popular investment strategy for large institutional investors, including hedge 
funds, pension funds, and university endowments, seeking to diversify their portfolios and profit 
from rising commodity prices.  Purchasing a financial instrument whose value is linked to a 
commodity index enables an investor to get broad exposure to commodities without having to 
actually purchase quantities of each commodity or manage a portfolio of commodity 
investments.  One investment consulting firm explains:  “Commodity indices attempt to replicate 
the returns available to holding long positions in agricultural, metal, energy, or livestock 
investment, without the investor having to actively manage the positions.”128

 A commodity index functions like an equities index such as the S&P 500 or the Dow 
Jones industrial average, in that it is computed on the basis of the value of its components.  The 
value of a commodity index is derived from calculating the total value of a specified “basket” of 

   

                                                           
128 See, e.g., Alternative Investment Analytics, Comparing Commodity Indices:  Multiple Approaches to Return, 
AIA Research Report, updated June 18, 2008.   
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commodities.  Each commodity within the basket is assigned a specified weight, or percentage, 
and the value of each commodity within the index is obtained by multiplying the current price of 
a specified futures contract for the commodity by the assigned weight for that commodity.  The 
value of the index varies daily, along with the values of its component commodity futures.     

 There are a variety of commodity indexes, which are sometimes divided into “first-
generation” and “second-generation” commodity indexes.  The first-generation indexes have 
been around the longest, and differ from later indexes primarily in the manner and frequency 
with which the futures contracts are replaced (“rolled”) as they approach expiration.  

The second-generation indexes were developed within the last few years to improve upon 
the performance of the first-generation indexes.  The second-generation commodity indexes have 
more complex strategies for selecting the particular futures contracts used to calculate the index, 
and typically select futures contracts that expire later in time than the futures contracts used in 
the first generation indexes.129

 Table 4 identifies a few key commodity indexes and the commodities and weights used to 
calculate them.

  Because the second-generation index futures contracts are farther 
from maturity, they need to be replaced (“rolled”) less frequently than in the first-generation 
indexes.   

130

 

  As the Table shows, index funds are generally weighted most heavily toward 
energy commodities, particularly crude oil.  In both the S&P Goldman Sachs Commodity Index 
(GSCI) and the Deutsche Bank Liquid Commodity Index (DBLCI), crude oil constitutes about 
one-third of the index.  Agricultural commodities, grains in particular, are usually the second 
most heavily weighted commodity sector in indexes.  The more heavily weighted an index is in 
any particular commodity sector, the more that index’s overall performance will depend upon the 
performance of that commodity sector.      

 
 
 
 
 
 

                                                           
129 See, e.g., Comparing Commodity Indices:  Multiple Approaches to Return, AIA Research Report, updated June 
18, 2008.   

130 The commodity index compositions are presented as of March 2009, and are found at the following web pages, 
last visited on March 26, 2009:  
http://www2.standardandpoors.com/portal/site/sp/en/us/page.topic/indices_gsci/2,3,4,0,0,0,0,0,0,2,1,0,0,0,0,0.html 
(S&P GSCI); http://www.djindexes.com/aig/index.cfm?go=about (DJ-AIG); http://dbfunds.db.com/dbc/index.aspx 
(DBLCI); http://www.jefferies.com/pdfs/RJCRB_Index_Materials.pdf (Reuters/Jefferies CRB); 
http://www.rogersrawmaterials.com/page1.html (Rogers International Index).  The Rogers Index also includes the 
following commodities with percentage weights of 1 or less:  rice, azuki beans, greasy wool, rubber, lumber, barley, 
canola, oats, palladium, and soybean meal. 

http://www2.standardandpoors.com/portal/site/sp/en/us/page.topic/indices_gsci/2,3,4,0,0,0,0,0,0,2,1,0,0,0,0,0.html�
http://www.djindexes.com/aig/index.cfm?go=about�
http://dbfunds.db.com/dbc/index.aspx�
http://www.jefferies.com/pdfs/RJCRB_Index_Materials.pdf�
http://www.rogersrawmaterials.com/page1.html�
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Commodity Index Composition and Weights (%) (as of March 2009) 
 

Commodity S&P GSCI 
Dow 
Jones-AIG 
(DJAIG) 

DBLCI 
Reuters/ 
Jefferies 
CRB  

Rogers Int’l  
Commodity 
Index 

WTI crude oil 31.98 13.8 33.57 23 21 
Brent crude oil 12.69    14 
Unleaded gasoline 3.39 3.7  5 3 
Heating oil 4.82 3.6 17 5 1.8 
GasOil 4.44    1.2 
Natural Gas 7.85 11.9  6 3 
Total Energy 65.18 33.0 50.57 39 44 
Aluminum 2.58 7.0 10.22 6 4 
Copper 2.29 7.3  6 4 
Lead 0.33    2 
Nickel 0.68 2.9  1 1 
Zinc 0.56 3.1   2 
Tot. Industrial 
Metals 6.43 20.3 10.22 13 13 

Gold 3.49 7.9 14.73 6 3 
Silver 0.33 2.9  1 2 
Tot. Precious 
Metals 3.82 10.8 14.73 7 5 

Wheat, CME 5.2 4.8 12.15 1 7 
Wheat, KCBOT 1.23     
Corn 4.93 5.7 12.33 6 4.75 
Soybeans 1.84 7.6  6 3.35 
Soybean oil  2.9   2.17 
Total Grains 13.20 20.7 24.48 13 17.27 
Cotton 1.06 2.3  5 4.2 
Sugar 1.84 3.0  5 2 
Coffee  0.90 3.0  5 2 
Cocoa 0.45   5 1 
Orange Juice    1 0.66 
Total “Softs” 5.65 8.3 --- 21 9.86 
Feeder Cattle 0.83     
Live Cattle 3.36 4.3  6 2 
Lean Hogs 1.79 2.4  1 1 
Total Livestock 5.78 6.7 --- 7 3 

 
Table  4.   Prepared by U.S. Senate Permanent Subcommittee on Investigations, March 2009 
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“Sub-indexes” consist of commodities in one particular sector.  For each index, there may 
be five or six sub-indexes, such as an energy sub-index, an agricultural sub-index, or an 
industrial metal sub-index.  Investors seeking exposure to a particular commodity sector rather 
than exposure to a broad set of commodities may prefer to invest in a sub-index rather than a 
broad index.    

 The “Roll.”  The value of a commodity index depends upon the values of the futures 
contracts within the index that are within a specified amount of time away from expiration.  As 
time goes forward, however, these futures contracts move closer toward expiration and 
eventually have to be replaced with futures contracts that are once again within the specified 
time from expiration.  Most first-generation commodity indexes use the price of the second 
month futures contract to compute the value of the index.  The first month futures contract is the 
futures contract that is nearest expiration; the second month contract is the next one after that.  
After a certain amount of time, the first month futures contract will expire and the futures 
contract that had been the second-month futures contract now becomes the first-month futures 
contract.  At that point, the managers of the index must replace the first month contracts with a 
new set of contracts which, at the time of their selection, serve as second month contracts.  This 
replacement process, which takes place on a periodic basis, is called the “roll.”131

 The roll by the index fund manager does not actually result in the purchase or sale of any 
futures contracts—it is only a computational undertaking—since the index itself has no 
underlying assets.  However, as explained below, the computational roll by an index manager 
will typically result in a large number of actual futures transactions by swap dealers and others 
who have hedged their exposure to the value of the index and need to match the composition of 
the readjusted index with actual holdings of futures contracts.  In this way, an index roll has a 
direct and sometimes significant impact on the futures markets by leading to a large number of 
similar trades within a short period of time.

 

132

                                                           
131 The various indexes have established similar procedures for accomplishing the periodic roll.  The indexes all 
have identified a series of dates, typically from the 4th or 5th day of a month, during which they will replace what 
have just become first-month futures contracts with a new set of later-month futures contracts.  The roll is 
accomplished at an equal rate over this series of trading days until 100 percent of the value of the first-month futures 
contracts is replaced with an equivalent value of later-month futures contracts.  

   

Standard & Poor’s describes the roll process as follows:  “The simplest way to think of the process is as rolling from 
one basket of nearby futures (the first nearby basket) to a basket of futures contracts that are further from expiration 
(the second nearby basket).  .  .  .  Taking the first day of the roll as an example, just before the roll takes place at the 
end of the day, the S&P GSCI consists of the first nearby basket.  That portfolio, constructed the night before and 
held throughout the 5th business day, has a dollar value.  For the roll, that dollar value is distributed across the first 
and second nearby baskets such that the number of contracts or the quantity of the first nearby basket is 80% of the 
total and the quantity held of the second nearby basket is 20% of the total.”  Standard & Poor’s, S&P GSCI, FAQ; at 
http://www2.standardandpoors.com/spf/pdf/index/SP_GSCI_FAQ_Web.pdf.   

132 To ensure that the futures contracts they have purchased to offset their exposures to the futures prices in the 
index-related swaps they have sold, index traders will roll their index-related futures contracts during the same roll 
period that the index manager rolls the contracts used to calculate the index.  Some commodity traders told the 

http://www2.standardandpoors.com/spf/pdf/index/SP_GSCI_FAQ_Web.pdf�


83 
 

 C.   Three Types of Commodity Index Instruments  

 Investors cannot invest directly in a commodity index, since the index itself, like the S&P 
500 or the Dow Jones Industrial Average, is just a mathematically calculated value based upon 
the relative weights and prices of the commodity futures contracts within the index.  Financial 
institutions have devised several types of financial instruments to enable investors to gain 
exposure to the value of a commodity index.  Presently, there are three types of financial 
instruments that investors can purchase to provide a financial return based upon the value of a 
commodity index:  commodity index swaps, exchange-traded funds, and exchange-traded notes.    

Commodity Index Swaps.  The most common type of commodity index instrument is a  
financial instrument known as a “swap” whose return is based upon the performance of a 
specified commodity index.   

A commodity index swap is, in essence, a financial instrument that pays a return based on 
the value of a specified index.  A “swap dealer,” such as a bank or broker-dealer, typically offers 
a qualified investor the opportunity to purchase, for a fixed price, a swap whose value is linked, 
on any given date, to the value of a specified commodity index on that date.133

Commodity index swaps are not traded on regulated futures exchanges.  Instead they are 
sold “over the counter,” outside of the statutory and regulatory framework that applies to futures 
exchanges.  Because these swaps are traded outside of the exchanges and because current law 
prohibits CFTC regulation of swaps,

  The purchase 
price of the swap will be the value of the index on the purchase date.  If the value of the 
commodity index increases, the value of the swap to the purchaser will increase by a 
corresponding amount.  On the other hand, if the value of the commodity index falls, the value of 
the swap will also fall.  Typically, although these swaps often may be sold back to the swap 
dealer at any time, the large institutions that purchase these types of swaps hold onto them for 
long periods of time.   

134

                                                                                                                                                                                           
Subcommittee that they reduce their trading during the time when index traders are rolling their futures contracts; 
other traders apparently try to anticipate or respond to the rolls.  Because of the many possible trading responses to 
commodity index rolls, it is difficult to determine exactly how such rolls affect futures prices.  Depending on the 
trading strategies adopted by the other traders in the market at the time, the impact of the roll may vary from roll to 
roll.   

 the CFTC has virtually no direct data on who purchases 
them, how many are sold over what time period, or the prices charged. 

133 Swap dealers are typically large diversified financial institutions.  Among the leading swap dealers operating in 
the United States are Bank of America, Citibank, Goldman Sachs, HSBC Bank, and J.P.Morgan Chase.  See, e.g., 
OCC’s Quarterly Report on Bank Trading and Derivatives Activities: Fourth Quarter 2008, Table 1:  “Notional 
Amount of Derivative Contracts:  Top 25 Commercial Banks and Trust Companies in Derivatives,” U.S. 
Comptroller of the Currency, December 31, 2008. 

134 The Commodity Futures Modernization Act of 2000, enacted into law as part of the Consolidated Appropriations 
Act of 2001, P.L. 106-554, contains several provisions which prohibit CFTC regulation of any type of swap. 
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 The CFTC does possess indirect data on these swaps, because the swap dealers who sell 
them typically hedge their exposure by purchasing the referenced futures contracts on a futures 
exchange.  For example, if a swap dealer has sold a swap whose value is linked to an index 
consisting of 50 percent oil and 50 percent wheat, the swap dealer will owe the investor a greater 
amount if the prices of oil and wheat increase.  To avoid this financial exposure, the swap dealer 
typically purchases an equivalent amount of the specified futures contracts in oil and wheat on a 
futures exchange.  If the swap increases in value due to increases in the oil and wheat futures 
prices – which means the swap dealer owes the swap purchaser more money – the swap dealer’s 
financial exposure is offset by the fact that the swap dealer also owns the referenced futures 
contracts whose prices rose.  The swap dealer is then said to be “short” oil and wheat in the over-
the-counter swap market, but “long” oil and wheat on the futures exchange, for a net exposure of 
zero.  The swap dealer, who charges a fee for selling the swap, then becomes indifferent to any 
subsequent change in the value of the commodity index.  

 While the net exposure of swap dealers who sell commodity index swaps may be 
minimal as a result of this hedging, the hedging process itself has, in effect, transmitted the 
commodity index swap purchases into purchases of contracts on the futures markets.  In this 
manner, even though commodity index investors typically do not purchase future contracts 
directly, their swap purchases often result in the purchase of futures contracts on an exchange by 
their swap dealers.  Those purchases, in turn, can affect prices on the exchange by creating an 
additional demand for the futures contracts referenced in the commodity indexes. 

Although it may be possible for swap dealers to hedge some of their commodity index 
swap exposures by entering into over-the-counter transactions that offset these exposures (i.e., 
“internal netting”), the CFTC indicates that swap dealers frequently use the futures markets for 
the purpose of obtaining these hedges or offsets.  The CFTC states:  “As a result of the growth of 
the swap market and the dealers who support the market, there has been an associated growth in 
the open interest of the futures markets related to the commodities for which swaps are offered, 
as these swap dealers attempt to lay off the residual risk of their swap book.”135

 Exchange Traded Funds.  In the past few years, banks and other financial institutions 
have devised another type of instrument, known as exchange-traded funds (ETFs), to mirror the 
performance of specified commodity indexes.  Unlike the purchase of a commodity index swap 
from a swap dealer, which is a bilateral transaction between the investor and the swap dealer, 
ETFs are constructed in such a way that retail investors can buy and sell ETF shares on a stock 
exchange, in the same way investors buy and sell shares of stock on a stock exchange.  The ETF 
is structured so that the value of the ETF shares should reflect the value of the commodity index 
upon which they are based. 

     

                                                           
135 CFTC, Staff Report on Commodity Swap Dealers & Index Traders with Commission Recommendations, at p. 12. 
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Purchasers of ETF shares, who can monitor the shares’ value in the same manner as the 
value of stocks traded on a stock exchange, can sell their ETF shares to any other buyer through 
the stock exchange on which the shares are offered.136  Although the mechanism by which 
investors in ETFs gain exposure to a particular commodity index is different from the purchase 
of a commodity index swap from a swap dealer, the end result is the same — the purchaser of an 
ETF gains exposure to the value of the commodity index upon which it is based.137

 A key advantage of ETF shares is that they can be bought and sold as easily as individual 
stocks.  ETFs provide a way for smaller investors who are not large enough to establish an 
account and purchase and sell swaps with a swap dealer to invest in commodity indexes.  One 
investment analyst explains:   

   

“At the most basic level, ETFs are just what their name implies:  baskets of securities that 
are traded, like individual stocks, on an exchange. …  Unlike regulated open-end mutual 
funds, ETFs can be bought and sold throughout the trading day.  They can also be sold 
short and bought on margin—in brief, anything you might do with a stock, you can do 
with an ETF.”138

                                                           
136 Due to the arbitrage mechanism used to ensure that ETF values track commodity index values, the net asset value 
of the ETF may not always equal the value of the ETF trading on the exchange.  Only large, authorized 
institutions—usually termed “Authorized Participants”—are permitted to purchase blocks of shares directly from an 
ETF issuer.  Authorized Participants that redeem blocks of shares from the ETF must obtain the actual underlying 
assets—either futures contracts or, in some cases, securities – and deposit them with the ETF.  Authorized 
Participants then offer their shares to retail investors through a stock exchange.  Unlike the Authorized Participants, 
retail investors cannot obtain or sell the underlying assets, but can only buy or sell their shares in the fund through a 
broker in the secondary market on a stock exchange.  

  

The Prospectus for a Deutsche Bank commodity ETF describes how this process works:  

“The Shares of the Fund trade on the Amex like any other equity security. 

“Baskets of Shares may be created or redeemed only by Authorized Participants.  It is expected that 
Baskets will be created when there is sufficient demand for Shares that the market price per Share is at a 
premium to the net asset value per Share.  Authorized Participants will then sell such Shares, which are 
listed on the Amex, to the public at prices that are expected to reflect, among other factors, the trading price 
of the Shares on the Amex and the supply of and demand for Shares at the time of sale and are expected to 
reflect, among other factors, the trading prices of the Shares on the Amex and the supply of and demand for 
Shares at the time of sale and are expected to fall between net asset value and the trading price of the 
Shares on the Amex at the time of sale.  Similarly, it is expected that Baskets will be redeemed when the 
market price per Share is at a discount to the net asset value per Share.  Retail investors seeking to purchase 
or sell Shares on any day are expected to effect such transactions in the secondary market, on the Amex, at 
the market price per Share, rather than in connection with the creation or redemption of Baskets.”  

PowerShares DB Commodity Index Tracking Fund, Prospectus dated May 1, 2008, at p. 1.   

137 For a summary of the advantages and disadvantages of ETFs, see Christopher J. Traubsen, Exchange-Traded 
Funds:  What You Should Know, Morningstar Commentary, at 
http://news.morningstar.com/articlenet/article.aspx?id=3503&_QSBPA=Y&dType=etf.  

138 Christopher J. Traubsen, Exchange-Traded Funds:  What You Should Know, Morningstar Commentary, at 
http://news.morningstar.com/articlenet/article.aspx?id=3503&_QSBPA=Y&dType=etf.  

http://news.morningstar.com/articlenet/article.aspx?id=3503&_QSBPA=Y&dType=etf�
http://news.morningstar.com/articlenet/article.aspx?id=3503&_QSBPA=Y&dType=etf�


86 
 

 To provide value to their shares, commodity-based ETFs hold the various futures 
contracts whose values are used to compute the index value.  These ETFs typically hold a basket 
of futures contracts of commodities in proportion to the weighting of the commodities- in the 
calculation of the index.  As investments in the fund increase, the ETF typically will obtain 
additional commodity future contracts to support the investments; as investments in the fund 
decrease, the number of commodity futures contracts held in the ETF typically decrease.139

 The first ETF based on a commodity index was offered in 2006.

    

140  Since then many 
types of commodity ETFs have been created and marketed.  “‘Whatever opinion you have about 
anything, there’s an E.T.F. for it,’ said Michael Metz, chief investment strategist at Oppenheimer 
& Company.  ‘Everything is subject to gambling and speculation.’”141  Several commodity ETFs 
track the broadly used commodity indexes, others track the sub-indexes, and some are even 
based upon the value of futures contracts for a single commodity.  Single-commodity ETFs risk 
much more volatility than an ETF based on a broad basket of commodities.142

 Exchange Traded Notes.  A third commodity-based instrument involves exchange-
traded notes (ETNs).  Commodity-based ETNs are designed and sold by banks and other 
financial institutions to permit retail investors to purchase shares of a debt security whose price is 
linked to that of a commodity index.  Upon maturation of the note, the issuer of the ETN 
promises to pay the holder of each share of the note the value of a specified commodity index.   

   

Retail investors can buy and sell shares in ETN notes on secondary markets, in the same 
manner as stocks traded on a stock exchange.  Most commodity ETNs are traded on the NYSE 
Alternext exchange (formerly the American Stock Exchange).   

ETNs offer certain advantages over ETFs.  ETN share values exactly track the value of 
the underlying commodity index, and there may be tax advantages to these instruments 
compared to swaps or ETF shares.143

                                                           
139 An Authorized Participant that wishes to create a basket of shares for sale to retail investors must purchase the 
appropriate number of commodity futures contracts and deposit them with the ETF in return for the additional 
basket of shares.  In theory, the purchase of these futures contracts will cause the price of the commodity index to 
rise, while the sale of additional shares will cause the value of the shares on the exchange to fall, until they are once 
again in equilibrium.  This arbitrage process theoretically works in a similar manner when investors want to sell 
their shares of the ETF on the exchange.    

  On the other hand, there also are disadvantages.  Most 

140 John Spence, Commodities ETF breaks new ground, Use of derivatives signals major shift for industry, 
MarketWatch, February 6, 2006. 

141 J. Alex Tarquino, Many Roads to Commodities, Through E.T.F.’s, New York Times, October 7, 2007.   

142 “Unless you think that we’re going back to the 16th-century spice trade, you should not be speculating on 
individual commodities.”  J. Alex Tarquino, A New Way to Play in Commodities, New York Times, July 13, 2008 
(remarks of Gary Schatsky). 

143  See, e.g., Seeking Alpha, The ETN Market Heats Up With Goldman Launch; More On the Way, August 6, 
2007, at http://seekingalpha.com/article/43585-the-etn-market-heats-up-with-goldman-launch-more-on-the-way.   

http://seekingalpha.com/article/43585-the-etn-market-heats-up-with-goldman-launch-more-on-the-way�
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prominently, ETNs expose investors to the credit risk of the ETN issuer.  If the issuer of the note 
goes bankrupt, then the ETN shares held by institutional and retail investors could lose all their 
value.144

The issuer of an ETN typically uses proceeds from the sale of shares to investors to make 
actual purchases of the futures contracts whose values are used to compute the index value to 
which the note is linked.  As with exchange traded funds, the ETN issuer typically constructs a 
basket of futures contracts to reflect the weighting of the commodities in the index.  The issuer 
then relies on this commodity basket to hedge its exposure to the ETN shareholders for the value 
of the index.  ETN issuers who purchase futures contracts, like swap dealers, create additional 
demand for the futures contracts in the relevant index and so may affect futures prices.    

     

ETNs have gained in popularity over the past few years, but still hold a relatively small 
share of the market as compared to ETFs.  One financial analyst reports:  “As of 2008, there 
were close to 100 ETNs available to investors.  Assets under management were more than $6 
billion, compared to $600 billion for ETFs.”145

Table 6 lists the largest commodity-based ETFs and ETNs, based on total assets.  Each of 
these funds had at least $100 million in assets as of April 2009.  Although the largest commodity 
ETFs have substantial assets, the aggregate amount of investments in commodity-based ETFs 
and ETNs represents a small fraction of the total investments in index-related instruments, which 
continue to be made primarily through commodity index swaps.   

  

 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                           
144 Following the bankruptcy of Lehman Brothers in September 2008, for example, the NYSE Alternext exchange 
removed all of the ETNs issued by Lehman Brothers from listing on the exchange.  NYSE Euronext News Release, 
October 21, 2008, at http://www.nyse.com/press/1223288675336.html.  

145  These figures represent the total value of investments in equity-based and commodity-based ETFs and ETNs.  
Larry MacDonald, ETN Credit Risk May Outweigh Benefits For Some, Investopedia.com, at 
http://investopedia.com/printable.asp?a=/articles/bonds/08/credit-risk-exchange-traded-note.asp.     

http://www.nyse.com/press/1223288675336.html�
http://investopedia.com/printable.asp?a=/articles/bonds/08/credit-risk-exchange-traded-note.asp�
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Largest Commodity ETFs and ETNs (as of April 30, 2009) 

Name Symbol Incep. 
Date 

Assets 
(millions) 

Returns (%) 

2007 2008 Total  

United States Oil USO 4/10/06 2,929.40 46.82 -56.31 -27.33 

DB Commodity Index DBC 2/3/06 1,924.60 31.50 -31.73 -5.28 

PowerShares DB 
Agriculture  DBA 1/5/07 1,748.80 N/A -19.24 -1.22 

United States Natural Gas UNG 4/18/07 1,140.50 N/A -36.08 -43.78 

iPath DJ-AIG Commodity DJP 6/6/06 929.00 14.90 -37.42 -15.21 

iShares GSCI Commodity 
Id GSG 7/10/06 782.80 31.62 -45.75 -23.75 

iPath GS CrOil TR Idx ETN OIL 8/15/06 664.10 47.53 -58.56 -33.73 

PowerShares DB Oil Fund DBO 12/06/07 194.90 N/A -44.06 -11.00 

ELEMENTS Rogers Agric 
ETN RJA 10/17/07 193.80 N/A -31.66 -25.53 

ELEMENTS Rogers TR 
ETN RJI 10/17/07 175.80 N/A -42.43 -33.97 

United States 12 Month Oil 
Fd USL 12/06/07 162.00 N/A -44.68 -39.82 

 
 

Table 6.  Prepared by U.S. Senate Permanent Subcommittee on Investigations, April 2009 
Data Source: Indexuniverse.com, Data, at 
http://www.indexuniverse.com/sections/data.html?task=showResults. 

 

 D.  Types of Commodity Index Returns   
 
 In general, financial instruments linked to a commodity index can offer an investor up to 
three possible sources of return:  the spot return, the roll return, and the collateral return.146  
Commodity index swaps, ETFs, and ETNs typically offer investors either a spot return plus a roll 
return (termed the “Excess Return”), or all three returns—the spot return plus the roll return plus 
the collateral return (termed the “Total Return”).147

Spot Return.  The spot return is the most straightforward.  This return is derived from 
changes in the spot market prices of the commodities included in an index.   

      

                                                           
146 See, e.g., Claude R. Erb and Campbell R. Harvey, The Tactical and Strategic Value of Commodity Futures, 
January 12, 2006.   

147 See, e.g., Standard & Poor’s, S&P GSCI, Highlights and Definitions, May 2007. 

http://www.indexuniverse.com/sections/data.html?task=showResults�
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Roll Return.  The roll return is derived from the periodic sale of futures contracts 
nearing expiration and the simultaneous purchase of futures contracts bearing more distant 
expiration dates (the roll).  The return is the difference between the price of the futures contract 
being sold and the price of the futures contract being purchased.  When the price of the futures 
contract being sold is less than the price of the futures contract being purchased (i.e., when the 
futures market is a carry market or in contango), the roll return will be negative.  When the price 
of the futures contract being sold is greater than the price of the futures contract being purchased 
(an inverse or backwardated market), the roll return will be positive.    

 Collateral Return.  The collateral return is the amount of interest earned on the amount 
of any collateral required for the purchase of a commodity index swap, ETF, or ETN.  With 
respect to commodity index swaps, swap dealers usually require investors to fully collateralize 
their purchase.  The investor purchasing a swap typically must deposit the full purchase price of 

the underlying commodity futures with the swap dealer.  
The swap dealer then invests this collateral, which 
essentially functions as a margin deposit.  Swap dealers 
typically invest the collateral funds in low-risk Treasury 
bills or bonds, which earn interest.  When the swap is 
terminated, the swap dealer pays the amount of interest 
earned to the investor as part of the return payment on the 
swap.  The interest payment arising from the investment 
of the collateral is termed the “collateral yield” or 
“collateral return.”148

 Some ETNs and ETFs also provide a collateral 
return, since they may also require the purchasers of their 
shares to provide a deposit equal to the price of the 
commodity futures contracts included in the index and 

reflected in their shares. 

 

 As discussed below, over the past several decades the spot returns from commodity 
indexes have been relatively small.  Because a “Spot Return” index will pay the investor a return 
solely based upon the change in the spot price of the commodity, there is not much interest in 
investing in an index that pays only a spot return.  All of the major commodity index instruments 
today provide either Excess Returns (spot return plus roll return) or Total Returns (spot return, 
plus roll return, plus collateral return).     

  

                                                           
148 See, e.g., Standard & Poor’s, Investing with the S&P GSCI Commodity Indices, June 21, 2007 (powerpoint 
presentation).   

Commodity Return Terms 

Spot return:  The gain (loss) in the 
price level. 

Roll return:  The gain (loss) from the 
periodic selling of near-term futures 
and buying of longer-term futures.   

Collateral return:  The interest 
earned on the collateral deposited 
into the margin account. 

Excess return:   Spot return + Roll 
return  

Total return:   Spot return + Roll 
return + Collateral return 

 



90 
 

E.  Commodity Index Rationale and Marketing 

“More importantly, we believe commodities offer an inherent or natural return 
that is not conditioned on skill.” 
 --Ibbotson Associates, 2006.149

  
 

“Bottom line, forward looking expected returns for commodity futures (as well as 
for stocks, bonds, hedge funds, anything) are just bets.” 

  --Claude Erb and Campell Harvey, 2006. 150

 
   

 
  1.  The Marketing of Commodity Index Instruments 

 Beginning about ten years ago, a number of influential articles in financial journals 
asserted that there were significant benefits to investing in commodity indexes.  A number of 
financial institutions also began to aggressively market these types of instruments.  These articles 
and marketing presentations claimed commodity index instruments would help diversify a 
traditional portfolio of stocks and bonds, and that commodities offered protection against 
unexpected increases in the rate of inflation, a benefit that is not typically provided by stocks and 
bonds.151

 In 2000, Robert J. Greer, one of the early proponents of investing in commodity indexes, 
wrote:  “In addition to providing exposure to unexpected changes in inflation, commodity 
indexes may provide exposure to long-term growth in world demand that may also result in an 
increasing demand and prices for certain commodity products.”

  Additional arguments were that the price of commodities would rise as the global 
economy expanded and the demand for commodities increased.   

152

  In 2004, Professors Gary Gorton of the University of Pennsylvania and K. Geert 
Rouwenhorst of the Yale School of Management published what would become an oft-cited 
analysis showing how an investment in a broadly diversified commodity index would have 

  Greer also identified the 
negative correlation between commodity index returns and the returns from stocks and bonds as 
a key benefit of adding a diversified commodity index to a diversified portfolio.   

                                                           
149 Ibbotson Associates (commissioned by PIMCO), Strategic Asset Allocation and Commodities, March 27, 2006, 
at p. 4.   

150 Claude R. Erb and Campbell R. Harvey, The Tactical and Strategic Value of Commodity Futures, January 12, 
2006, at p. 46. 

151 See, e.g., Greer, The Nature of Commodity Index Returns, The Journal of Alternative Investments, Summer 2000, 
at pp. 45-53; Ibbotson Associates (Commissioned by PIMCO), Strategic Asset Allocation and Commodities, March 
27, 2006; Vanguard, Understanding Alternative Investments: The Role of Commodities in a Portfolio, Vanguard 
Investment Counseling & Research, August 2007; Goldman Sachs, The Case for Commodities as an Asset Class 
(powerpoint presentation), June 2004.   

152 Greer, at p. 45.   
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brought positive returns over the 45-year period from 1959 to 2004.  Gorton and Rouwenhorst 
found: 

“Fully-collateralized commodity futures have historically offered the same return 
[for the same level of risk] as equities.  While the risk premium on commodity 
futures is essentially the same as equities, commodity futures returns are 
negatively correlated with equity returns and bond returns.  ...  In addition, 
commodity futures are positively correlated with inflation, unexpected inflation, 
and changes in expected inflation.”153

 Gorton and Rouwenhorst pointed out that the returns from an investment in a 
basket of commodity futures would not result from an increase in the spot prices of the 
commodities, but rather from the structure of the futures market and the benefits of 
diversification.

 

154  Discussing the benefits of diversification provided by adding 
commodity index instruments to a portfolio of stocks and bonds, Gorton and 
Rouwenhorst wrote:  “It seems that the diversification benefits of Commodity Futures 
work well when they are needed most.  Consistent with a negative correlation, 
Commodity Futures earn above average returns when stocks earn below average 
returns.”155

 Gorton and Rouwenhorst analyzed how a number of individual commodities 
included in the Goldman Sachs Commodity Index (GSCI) performed between 1959 and 
2004.

   

156

                                                           
153 Gary Gorton & K. Geert Rouwenhorst, Facts and Fantasies About Commodity Futures, Yale International Center 
for Finance, Yale ICF Working Paper No. 04-20, February 28, 2005, at p. 1. 

  Figure 19 presents this data, in order of descending return.  Wheat and corn 
provided the lowest returns of all the commodities studied.   

154 The authors contended that because the futures market reflected expectations about future spot prices, “expected 
movements in the spot price are not a source of return to an investor in futures.  …  Unexpected deviations from the 
expected future spot price are by definition unpredictable, and should average out to zero over time for an investor 
in futures, unless the investor has an ability to time the market.”  Id., at p. 3.   The returns from an investment in 
futures, they stated, comes from an inherent “risk premium” that exists in the futures market that hedgers must pay 
to speculators in order for speculators to assume price risks from the hedgers.  They cite Keynes’s theory of “normal 
backwardation,” despite the acknowledged “lack of success” in finding empirical evidence for any such inherent risk 
premium in the futures market.  Id., at p. 4.   

155 Id., at p. 14.   

156 For commodities that were not traded during the entire period, data was used for as long as it was available.   
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Commodity Returns:  1959-2004
(Gorton & Rouwenhorst, 2005)
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Figure 21.  Gorton & Rouwenhorst’s calculations of annualized monthly arithmetic commodity 
returns for commodities in the GSCI.  Data source: Facts and Fantasies About Commodity 
Futures, Appendix 3.   

 
 Although commodity indexes had been in existence for a number of years, prior to the 
early 2000s, there was a relatively small amount of speculation tied to these indexes.157

 During the mid-2000s, a number of financial institutions—many of whom had created 
indexes or sold products related to those indexes—made strong recommendations for investors to 
purchase commodity index instruments.  For example, Goldman Sachs, creator of the GSCI, 
stated:  “GS recommends a permanent strategic holding in commodities as a ‘separate asset 
class’ to hedge macroeconomic risk, decrease expected portfolio risk and increase expected 
portfolio returns.”

  In the 
early 2000s, however, after the collapse of the internet bubble in the stock market and as the 
price of oil and other energy commodities began a steep rise, investors began to look to 
commodities as an alternative investment.  The Gorton and Rouwenhorst paper was influential in 
establishing commodity indexes as an additional way for hedge funds, pension funds, and other 
institutional investors to diversify their portfolios and benefit from the rising prices of oil and 
other commodities. 

158

                                                           
157 Goldman Sachs, The Case for Commodities as an Asset Class, at p. 2. 

  Goldman Sachs listed the following benefits of investing in GSCI: 

158 Goldman Sachs, The Case for Commodities as an Asset Class, at p. 10. 
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• “Commodities are significantly negatively correlated with both Bonds and 
Equities. ... 

• The GSCI historically has had high equity-like returns (12.24% per annum 
since 1970 as of May 31, 2004). 

• Commodities perform best when other assets perform worst. ...  

• The GSCI provides a hedge against rising inflation. ...”159

 Alternative Investment Analytics, a consultant to Prudential Bache Commodities which 
constructed and publishes the Bache Commodity Index (BCI), made similar claims for 
purchasing commodity indexes:   

  

•  “Certain real assets, such as the BCI commodity index, may serve as a hedge 
against inflation risk.   

•    Exposure to commodities adds meaningful risk reduction and return 
enhancement.  For the real asset portfolios considered, the BCI typically 
demanded a 10-25% allocation. 

•   Commodities exposure via a passive futures based index has the additional 
virtue that is perhaps the most liquid of real assets, with the possible exception 
of TIPS [Treasury Inflation-Protected Securities].”160

 In 2006, a study commissioned by PIMCO on the performance of commodity indexes 
stated:  “Our historical analysis supports the claims that commodities have low correlations to 
traditional stocks and bonds, produce high returns, hedge against inflation, and provide 
diversification through superior returns when they are needed most.”

  

161

“More importantly, we believe commodities offer an inherent or natural return 
that is not conditioned on skill.  Coupling this with the fact that commodities are 
the basic ingredients that build society, we believe commodities are a unique asset 
class and should be treated as such.”

  The PIMCO study was 
extremely enthusiastic about these types of investments, going so far to suggest it required 
absolutely no skill to benefit from commodity indexes:   

162

 As a result of these articles, presentations, and soaring commodity prices, the total value 
of commodity index funds grew exponentially.  One market analyst estimated that the total value 
of investments in commodity index funds “jumped from $15 billion in 2003 to $56 billion in 

 

                                                           
159 Goldman Sachs, The Case for Commodities as an Asset Class, at p. 10. 

160 Alternative Investment Analytics, Real Assets in Institutional Portfolios:  The Role of Commodities, Current 
Update:  December 10, 2007, at p. 11.   

161 PIMCO study, at p. ii.   

162 PIMCO study, at p. 4.   
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2004 and on to $80 billion” in 2006.163

 

  As of mid-2008, the CFTC has estimated that the total 
value of commodity index investments had reached $200 billion.  

  2.  Critical Analyses of Index Instruments 

 Not all market analysts were so enthusiastic.  In 2006, a number of articles appeared that 
took issue with the assertion that buying and holding commodity index instruments provided 
superior returns and benefits.  These articles indicated that purchases of commodity index 
instruments were, in essence, speculative bets on the structure of the commodities futures 
markets rather than a risk-free technique for portfolio diversification.  

 The issues raised in these analyses, along with declines in the performance of many 
commodity indexes in 2005 and 2006, led a number of financial institutions to devise new 
indexes.  Whereas earlier, or first-generation, commodity indexes typically relied on the second 
month futures contract to calculate the index, these later indexes generally began to use longer 
dated futures contracts.   

 Since 2006, these second-generation commodity indexes have become increasingly 
popular.  Although there is no publicly available data on the relative amounts held in instruments 
linked to second-generation and first-generation indexes, persons interviewed by the 
Subcommittee estimated that virtually all new commodity index investments are now placed in 
second-generation index instruments, and that, in the aggregate, investments in second 
generation indexes now represent more than half of all commodity index investments.   

 The shift into second-generation indexes is significant for the futures markets for several 
reasons.  First, it means that instead of hedging their swap exposures with purchases of second 
month futures contracts, many swap dealers now need to hedge their commodity index swap 
sales with purchases of futures contracts whose expiration dates are more distant in time.  
Secondly, commodity index rolls now require sales and purchases of futures contracts that are 
farther apart in time, as opposed to just between the first and second month contracts used in 
most first-generation indexes.  These changes mean that the effect of commodity index trading 
on the futures markets is not limited to the first two futures contracts, but now extends months 
longer to futures contracts that are much farther from expiration.   

 One of the first major analyses challenging the rosy view of the performance of 
commodity indexes was published in January 2006, by Claude Erb and Campbell Harvey.  Erb 
and Harvey analyzed the returns from the commodities used to support the 2004 Gorton and 

                                                           
163 Philip Verleger, Commodity Investors:  A Stabilizing Force?, The Petroleum Economics Monthly, March, 2006.  
This and other estimates of a similar magnitude reflect both the growth in actual amounts invested in commodity 
indexes and the appreciation in value of those investments due to increasing commodity prices.   
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Rouwenhorst analysis.164  Erb and Harvey found that an investment in any of these commodity 
futures did not provide a return greater than the rate of inflation.  They wrote:  “[T]he average 
return of the average commodity futures was not statistically different from zero.”165  Erb and 
Harvey concluded that although the large returns cited by Gorton and Rouwenhorst were real, 
they did not result from any significant appreciation in the price of the commodities within the 
index, but rather the returns resulted from the periodic rebalancing of the commodity futures 
within the index and from the fact that the performance of these individual commodity futures 
contracts were uncorrelated with each other.166

 The Erb and Harvey analysis found that, from 1982 to 2004, agricultural commodities 
and precious metals were the worst performing commodity sectors, while energy was the best 
performing sector.  Wheat, corn, gold, and silver all had negative returns.

   

167

 

   The returns 
computed by Erb and Harvey are shown in Figure 22.   

                                                           
164 Claude R. Erb and Campbell R. Harvey, The Tactical and Strategic Value of Commodity Futures, January 12, 
2006.  Erb and Harvey’s paper referenced and expanded upon previous research into the nature of commodity index 
and commodity futures returns.  See, e.g., Hilary Till, Two Types of Systematic Returns Available in the Commodity 
Futures Markets, Commodities Now, September 2000, and references cited therein.   

165 Id., at p. 4.   

166 Having uncorrelated commodity futures provides a so-called “diversification return” that does not boost the 
return of an individual commodity, but rather the portfolio as a whole.  “Campbell (2000) calls portfolio 
diversification the one ‘free lunch’ in finance because it allows an investor to reduce a portfolio’s standard deviation 
of return without reducing the portfolio’s arithmetic return.”  Id., at p. 36.        

167 Erb and Harvey represented returns in terms of the excess returns, i.e., the returns over the risk-free rate of return.    
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Commodity Returns:  1982-2004
(Erb and Harvey, 2006)
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Figure 22.  Annualized excess returns (geometric mean) for selected commodities in the 
GSCI and various benchmarks.  Data source:  Erb and Harvey, at p. 15.  

  
 After examining why these commodities performed differently over the time period 
studied, Erb and Harvey found that one of the key factors determining the performance of a 
commodity within the index was the structure of the market—specifically, whether the futures 
contracts further from expiration were priced higher than the futures prices nearer expiration (a 
carry market or contango) or lower than the futures prices nearer expiration (an inverse market or 
backwardation).   As previously explained, the roll return from an index-related investment will 
be negative in a carry or contango market and will be positive in an inverse or backwardated 
market.    

 Figure 23 shows how both the roll return and spot return contributed to the performance 
of the commodities studied by Erb and Harvey.  The data shows that the roll return was the 
primary determinant of returns, or lack of returns, for all of the commodities studied.  For grains 
in particular—wheat and corn—the small positive spot returns were swamped by large negative 
roll returns.  In other words, despite gains in the price of these commodities, investments in these 
commodities produced significant losses due to the need to regularly sell the expiring first month 
futures contracts and purchase more expensive second month futures contracts.  This data 
demonstrates the significance of the roll return and structure of the commodity futures market for 
long-term investments in commodity futures contracts or index-related instruments.     




