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Hermes analysis shows outlook for commodities at 10-year high
Hermes Fund Managers’ commodities analysis of the futures markets shows the outlook for
commodities is the best it has been in 10 years.
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The analysis shows that a broad ‘backwardation’ of around 1.7% – whereby current spot prices are
higher than those indicated in futures contracts – exists across the broad commodity spectrum. 2013
was the first year a passive commodity investor received a positive roll return since 2003. This was
due to a number of commodity forward curves being in strong backwardation all year, notably Brent
and soybeans. Commodities in sustained backwardation indicate physical scarcity. In the past,
backwardation and a positive roll yield has been a strong sign for positive commodity returns.

Jason Lejonvarn, Strategist, Hermes Commodities, commented: “Sustained backwardation is
unusual and a key signal for commodity investors. It indicates not only a positive roll return but an
enhanced commodity risk premium overall.”

There are three sources of returns from investing in commodity futures, including roll yield, the rise in
the spot price of commodities over time and the ‘risk-free cash’ return, which is priced into contracts to
compensate investors for providing liquidity in the market. The roll yield, which comes when
commodity investments are ‘rolled over’ from one period to the next, is the least significant historically,
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having returned -0.71% per annum between 1970 and 2013 . However, the current backwardation
being seen offers much higher returns: roll yields in commodities in 2013 delivered a passive return of
1.5% while the current backwardation in Brent oil implies a return of 5% from the roll yield alone over
the next year and a record backwardation in soybeans currently offers an annualised return of 20%3.

By buying a futures contract, investors can also benefit from a rise in the spot price because
backwardation indicates that a futures contract will trade at a higher price as it approaches expiry.

Jason Lejonvarn continued: “The existing backwardation can be attributed to current spot prices
being driven higher by surprisingly strong demand and shortages developing. Some of it is related to
supply disruptions but it is largely a reflection of the economic cycle. Global growth has bottomed out
and we are returning to trend growth, which is raising demand across the board.

“Commodities tend to do well in the late expansionary cycle, starting from the transition point from
early to late expansion. Given where we are now, we believe it is logical that commodities will be the
next asset class to outperform.”

Hermes is one of the largest managers of commodities in pension assets and offers two strategies
that invest in commodities, including the Hermes Enhanced Beta strategy and the Hermes
Commodities Absolute Return Strategy.
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Source: Bloomberg and Hermes based on S&P GSCI Commodity Index
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Notes to Editors:
Hermes Fund Managers
Hermes is focused on delivering superior, sustainable, risk adjusted returns for our clients – responsibly.
We believe in Excellence, Responsibility and Innovation
•
Excellence: We aspire to excellence in everything we do. This manifests itself most visibly in our
investment performance. We will only offer products to our clients where we believe there is a strong
investment thesis and where we can deliver sustainable alpha.
•

Responsibility: We believe it is our responsibility to lead discussion and debate about the fiduciary
responsibilities of fund managers to our clients, their stakeholders and, ultimately, society at large. We
have always sought positive engagement with the firms in which we invest.

•

Innovation: We have the entrepreneurial culture to identify forward-looking products that meet those
needs, along with the resources and speed-to-market mentality to develop them rapidly.

Our structure provides wholesale, institutional and pension fund clients globally the benefit of access to a broad
range of specialist, high conviction investment teams operating within an established and robust operating
platform.
Hermes' investment solutions include:
•
Fixed Income: Inflation-Linked, Government Bonds, Investment Grade, High Yield
•
Alternatives: Commodities, Hedge Fund Solutions, Infrastructure, Private Equity
•
Equities: Global, Emerging Markets, Small & Mid Cap, Europe, Asia Ex Japan
•
Real Estate: Segregated, Unitised, Debt, UK, US Residential, European
Hermes manages assets on behalf of more than 200 clients* across these investment areas with £26.3 billion*
assets under management. In Hermes Equity Ownership Services, we have one of the largest engagement
resources in the industry, advising on more than £98 billion* of assets.
*

Please note the total AuM figure includes £3.4bn of assets managed or under an advisory agreement by Hermes GPE LLP (“HGPE”), a joint
venture between Hermes Fund Managers (“HFM”) and GPE Partner Limited. HGPE is an independent entity and not part of the Hermes group.
£0.4bn of total group AuM figure represents HFM mandates under advice. Source: Hermes as at 31 December 2013.

