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				Introduction

				Commodities: Investing and Trading Solutions for a New Century

				In ancient Sumerian trade, baked clay tokens representing sheep and goats were used as a method of trading one set of goods for another. These tokens were used as a promise to deliver the animals at a fixed price in the future. This early form of currency made markets efficient. The problem with this approach was getting it to a point where everyone could agree on value uniformly. This led to standardization of prices and values in trade.

				This was an early form of what is today called the commodity market. The commodity market is where commodities (products exchanged among producers and consumers) are exchanged through standardized contracts; prices in the immediate future are fixed by supply and demand. In modern times, this method of trading is essential to maintain an orderly market. Because agricultural products require an entire season from the planting of crops to harvest and marketing, farmers needed to know in advance what they would be paid. And so the commodity “futures contract” was created to fix the price of goods. Today, this applies far beyond agriculture and is used for the sale of a broad range of products: energy, precious metals, lumber, and even currency, for example.

				Today’s commodity market is large, complex and fast-moving. Methods of trade include not only direct purchase or sale of futures contracts, but also the use of options, or diversified trading through exchange-traded funds (ETFs) or commodity-based indexes. This book describes the basics of commodities and how they work, and explains the most prominent classes of commodities. It also provides strategic suggestions for the use of ETFs and index vehicles, as well as trading not through futures contracts, but with options on those contracts.

				Essentially, a commodity investment involves an estimate of future values. It contains a specific number of products within each contract, a fixed price, and a future date. If you buy a contract (or buy a fund which in turn invests in a series of such contracts), and the actual market price ends up being much higher, your commodity contract will gain value. If the actual market price is lower, the contract loses value. This is the basic cause and effect of commodities: A contract fixes the price, but that contract’s value is ultimately determined by how actual prices change in the future. So commodities bring order and certainty to producers (farmers, miners, and ranchers, for example) but they also have created a market for speculation in future prices based on the purchase and sale of contracts.

				In this book, you are introduced to a series of basic facts and details of the market at large, and you will find valuable information about how to better understand the major commodity sectors. This approach provides you with a basic and working knowledge of this exciting and fast-moving market.

	
				Chapter 1

				The Birth of the U.S. Commodity Market

				If you had some way to know in advance what something will be worth several months from now, you would be able to make a killing in the market. Most investors, not having such knowledge, have to guess where stock prices will move in the future. But when it comes to commodities, the future is what it’s all about. The commodity market sets prices for the future, and those prices rise and fall based on market forces of supply and demand.

				For investors and speculators, trading a commodity futures contract is one way to be a player in this lucrative market. Future prices of commodities are estimated and fixed by price and month, then those contracts rise or fall in value based on actual prevailing prices and how they change. The complexity of the market lies in that you can buy or sell (take a long or short position on) futures contracts, trade them directly or through an index or ETF, or use options to control contracts without actually buying or selling them.

				
How the Modern Commodity Market Started

				In the 1800s, the Midwest was the center of commerce in the U.S. The country was predominantly agricultural. In fact, a majority of people lived in small towns or on farms, and most had never traveled more than twenty miles from their birthplace. Given today’s mobility, it is amazing how much the country has changed. So has commerce.



				The finances involved in the movement of crops and animals, from farm or ranch through centers and rail yards and finally to the consumer, was the dominating economic force in the U.S. The farmers and ranchers of the 19th century needed an orderly exchange market. The time between investment in products and their move to markets was considerable. The forward contract became a standard device for setting the price of goods to be delivered by a fixed date in the future.

				In 1848 the first commodity exchange was opened. The Chicago Board of Trade (CBOT) formalized the exchange of forward contracts until 1865, when the standardized futures contract came into effect at the CBOT. Chicago was always a logical center for commodity trading, due to its central geographical location, as well as access through the Great Lakes to the Erie Canal and the Atlantic Ocean. Several other exchanges opened to manage futures regionally by the end of the 19th century. In 1882, the New York Mercantile Exchange (NYMEX) was formed. In 1898, the Chicago Mercantile Exchange (CME) was founded. Along with the Commodity Exchange (COMEX), a subsidiary of NYMEX, they have remained the major U.S. exchanges to this day.

				All commodity trading is characterized by risk. In the past, as long as price levels remained stable, there was nothing to worry about. But a drought, insect infestation, financial-market panic, or sudden and unexpected changes in demand could drastically affect prices. The market operated quite well even during times of price surprises. It was not until 1922 that the self-regulatory nature of commodities was changed. In that year, Congress enacted the Grain Futures Act in an attempt to control falling prices after World War I. The new law required public disclosure and licensing of commodity exchanges and their members. Proposed revisions inspired the Commodities Exchange Act of 1936, which was based on a belief that federal oversight would prevent abuse. That act created the Commodity Exchange Authority (CEA) as part of the Department of Agriculture. The CEA was authorized to provide oversight of the industry and when necessary, to bring charges in cases of price manipulation. This system, focused primarily on agricultural goods and livestock, remained the driving force of this market until the 1970s.

				This law was superseded in 1974 by the Commodity Futures Trading Commission Act, which included authorization of the Commodity Futures Trading Commission, the major new federal regulatory agency. Around that time, the first nonagricultural-based futures were introduced in the form of financial futures (on interest rates and currency exchange). More regulation followed, including the Futures Trading Act of 1982 which authorized option trading on agricultural commodities. In 2000, Congress passed the Commodity Futures Modernization Act, authorizing trading in single stock futures. The industry has been heavily regulated for decades. However, increasingly, trading in commodities takes place through ETF and index strategies rather than in buying or selling futures contracts directly.

				Today’s commodity market operates much differently than that of even a few years ago. It has become as complex as the equity market, in which you can leverage positions and move in and out of the market quickly and easily. This is due to the speed and low cost per transaction using the Internet and the evolution of commodity-based ETFs and diversified indexes.

	
				Chapter 2

				Commodity Basics

				Investors and traders participate in the commodity market for many reasons. They may want to speculate on supply and demand for specific commodities, diversify their portfolios, or hedge other positions in stocks or futures (for example, if you own shares in a gold mining company, you hedge, or minimize the riskiness of, that position by shorting golf futures or buying put options, a separate agreement). Whatever the reason or strategy, commodity trading usually begins with a futures contract.

				
The Futures Contract

				In many ways, the basic nature of the futures contract has remained constant throughout the years. It involves setting an agreed-upon price and delivery date for a specific amount of a named commodity. These points make up what is known as the standardized terms approach (with known expiration cycles, price, and specified commodity) and make the market orderly and predictable.



				The expiration cycles may be either monthly or quarterly. This ensures that everyone taking part in the commodity market knows in advance when futures contracts are available and when they expire. Participants who have opened futures contracts are allowed to close positions any time they want, either to take profits or to cut losses before expiration. This is a feature called escapability. It makes speculation attractive because traders can get in and out of positions without having to wait for expiration cycles to complete.

				Anyone who enters into a futures contract needs to recognize the important differences between trading tangible assets and trading intangible futures. Uncertainty is a constant, and it is also the most interesting attribute of a futures contract. No future commodity price can be accurately predicted. However, unlike the stock market, which is based on the “perception of market value” of brokers and stockholders, the commodity market has more concrete factors to take into consideration. For example, for more than 100 years, experts and even government agencies have been predicting the imminent date when the world will run out of oil — even while new, larger reserves are discovered in many parts of the world. Likewise, many have predicted worldwide famines due to food shortages. The real forces of supply and demand often dictate the future prices of commodities.

                    
                    
				Stocks (Equities) versus Commodities

				If your portfolio is based in equity positions through shares of stock and mutual funds, commodities are a potential profitable second product to balance your portfolio. There are no reliable ways to compare overall returns between stocks and commodities, because the outcome relies on the time frame selected. Some time periods in the past saw better returns in equities, and other periods favored returns in commodities. For example, if you study the years between 1962 and 2006, commodities outperformed equities. If you look at the period between 1983 and 2006, equities were a better investment.

				The question, “Which market is better?” cannot be answered consistently. However, between 2008 and 2011 commodities were explosive, especially in select areas like precious metals. Gold and silver were the most spectacularly performing commodities in this period, and may continue to dominate the market in the future.



                    
				This factor directly affects the investment value of commodities, unlike the better-known investment value of stocks. In addition to the factors affecting futures prices, traders also need to recognize the special attribute of a futures contract that’s an “investment.” Shares of stock have specific value in real time because they represent partial ownership in the net worth of a corporation. However, a futures contract provides its owner a set of rights regarding the value of the commodity that expires in coming months.

				
Significant Trading Terms

				The terminology in commodity trading options is complex and features in all contracts. To trade successfully, it is extremely important for the trader to understand the terms that signify the kinds of trades he will conduct.



				Position. Traders in the commodities take two positions. If you buy commodities (directly or through an ETF or index), you have a long position. The sequence of events in this transaction is “buy, hold, sell.” The opposite is selling commodity contracts. This means you hold a short position. In this case, the sequence is reversed: “sell, hold, buy.” The aim to go long or short is the starting point in identifying a commodity contract. The benefits of long and short positions are opposite of one another. If the prices of the commodity rise, the long position becomes profitable and if the prices fall, the commodity holder in the short position benefits.

				Price. The cash price, also known as the spot price, is the current market value of the commodity. The futures price is quite different. It is the price anticipated by the market based on current perceptions about the direction of price movement. So, if most people in the market believe that prices are going to rise in the long run, futures contracts expiring far into the future will cost much more than the contracts expiring next month.

				Contracts include prices for buyers and sellers, and these are not identical. Sellers put out an ask price which is the amount they are willing to accept; and buyers make a bid price, which is what they are willing to pay. The net difference between the bid and ask price is called the spread, and that difference is what brokers earn as profit for execution of the trade.

				
The Risk Factors

				If you are a typical investor or trader, you are concerned with return and risk as the two attributes of greatest interest in a product. However risks vary depending on your strategy approach to the commodity market.



				In evaluating risk, a few key facts have to be kept in mind:

				Risks vary by the way you enter a market. If you want to buy commodities directly in a commodity exchange, it is going to be expensive and risky. If you get into the market through an ETF or index fund (see below), you have more investment options and lower overall costs.

				Investing and trading are not the same. Investors tend to be more conservative and seek more secure positions they can hold for months or even years. Traders tend to be less conservative and want to move in and out of positions very quickly, often preferring to keep positions open for shorter periods such as days or even only hours.

				Risk and opportunity are really the same thing. You cannot focus on high profitability without also taking on higher risk. And if you want to focus on the lowest possible risk, you are going to give up profit opportunities. These are two sides of the same coin, and wise selection of products and strategies demands a keen balance between the two. In other words, know how much risk you are willing to take in exchange for a level of potential return.

				
The Different Kinds of Monetary Risk

				Most people know about market risk, or the chance that investment value will fall depending on the direction of the market at large. The investor or trader has no control over this aspect of risk and must be prepared to respond appropriately.



				But there are many other forms of risk that need to considered. These include:

                    
                    
					Underdiversification risk (too much risk in one area of the investment, which could jeopardize the total investment)

					Overdiversification risk (too many different markets in one portfolio, which could result in low average return)

					Leverage risk (borrowing too heavily on the future return, which could result in major losses)

					Liquidity risk (buying an asset and being unable to sell it due to market forces)

                    

				
Knowledge Risk in Commodities Markets

				Perhaps the most significant risk to commodities traders is knowledge risk. Simply put, it is the risk of investing capital (monetary assets) in a financial product without understanding its attributes in the marketplace. It might seem obvious and easy to avoid, but many people disregard this potential pitfall in the heat of the market-moment.



				Commodity investing and trading cannot be successful without undertaking a degree of research on that commodity. We’ll discuss two research techniques in Chapter 3. However, knowledge risk is not simply a matter of getting facts. It also requires familiarity of the commodity itself. With the suppliers. With end users. And of course, with the market patterns it trades in. Familiarity with a particular market sector does not make you knowledgeable about influences on price movement, especially those in the specific commodities that serve as vehicles for getting into those markets. The cardinal rule is to do your homework and get as familiar as you can with your investment target before you make your move.

				
Entering the Commodities Market

				Okay. You understand what the commodity market is, the risks it involves, and you have done your research. In times gone by, you’d purchase your way in directly through a futures contract and hope the market goes up. However, while this option still exists, it is the most expensive for two reasons. First, the incremental cost of a single contract is quite high for many commodities, well above the average individual investor’s ability to place capital at risk. Second, the cost of opening and then closing a directly traded contract may be prohibitive, making marginal returns impractical. Therefore in the modern world of investing and trading, most people are going to seek a more practical, lower-cost, and better-diversified method for buying into commodities.
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