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Introduction 
 
Commodity investors are becoming increasingly aware of climate considerations in their decisions to invest 
in commodity markets.  In this paper I consider the most popular form of commodity investment, which is 
holding a portfolio of long-only futures contracts that are fully collateralized.  These portfolios are typically 
benchmarked to a completely defined commodity index, but the managers of those accounts often employ 
techniques to add value in excess of the returns of the chosen benchmark.  Those investors have as many 
as three major climate-related concerns, which a thoughtful asset manager can address, as noted below. 
 
First, the investor wants a strategy that recognizes there will likely be changes in the demand pattern of 
commodities, as there is a transition to cleaner or renewable energy sources.  Because commodities are 
traded in a global market, transition actions taken in one part of the world can affect demand for certain 
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commodities throughout the world.  The investor wants to benefit from any of these changes in demand 
as they occur.  The thoughtful asset manager will help the investor do this. 
 
Second, some investors are concerned about whether holding long-only futures impacts the environment.  
Not all investors have this concern, but even if a decision maker (say, the manager of a public pension fund, 
or the trustee of a university endowment) does not personally think this form of commodity investing 
impacts the environment, their stakeholders may have a different view.  That decision maker is faced with 
the responsibility of earning the best risk-adjusted returns for their fund while also dealing with the 
environmental views of their beneficiaries or the public at large.  The thoughtful asset manager will help 
the decision maker do this. 
 
Third, as an investor considers new strategies to accomplish the first two objectives, they need comfort 
that any new strategy will continue to provide the historical benefits of commodity investing, which are 
diversification of the overall portfolio plus inflation protection.  The thoughtful asset manager will offer a 
solution which provides that comfort. 
 
Many asset managers are evaluating the best way to provide a product which addresses these objectives 
of asset owners.  They see that, if they can provide an attractive solution, they will likely be rewarded with 
significant additional assets under management (AUM) while also being recognized as a thought leader in 
their industry.  Some of these asset managers are developing their own solutions, and some are working 
with investment banks or index publishers to offer a cooperative solution.  This paper lays out the 
principles an asset manager can follow to achieve their own objective of gathering AUM while enhancing 
their reputation.  These principles can also be followed by an asset owner who is large enough and has the 
internal resources to manage their own commodity assets.  I describe three distinctive steps in this 
process, followed by providing a case study that shows how these principles can be applied.   
 
Step 1:  Select the Best Climate-Aware Index as a Benchmark 
 
One purpose of a benchmark is to provide the investor with an expectation of the factors that will drive 
the returns on their investment.  For instance, a benchmark that does not include any meat products will 
not directly reflect the inflationary impact of changes in the cost of beef or pork.  Likewise for a benchmark 
that does not include petroleum products — for as long as gasoline is a component of cost-of-living 
measures, that inflation component will not be directly reflected in those benchmark returns. 
 
A second purpose of a benchmark is that it provides a way to measure the performance of an active asset 
manager.  Many managers pride themselves on “adding alpha” by delivering better risk-adjusted returns.   
But “better” than what?  A benchmark index is required to measure “better.” 
 
The challenge for an asset manager or an asset owner is to determine the best index to use as a benchmark 
for their clients.  Clearly the manager should not be advocating an index simply because it is easy to 
outperform — clients will eventually realize what is happening and it will not help the manager’s 
reputation.  In the case of a climate-aware index, there are many new products to evaluate, some offered 
by individual investment banks and some offered by non-banking index publishers.  A key feature of the 
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index chosen is that it should be constructed to benefit from shifting commodity demand factors if and as 
an energy transition takes place.  Some indexes being offered take the approach of simply eliminating 
commodities like petroleum that are perceived as having a large carbon footprint and also perceived as 
being in lower demand as an energy transition moves forward.  Other index offerings do not take such an 
exclusionary approach, but rather tilt the weights of their components.  Within a sector like agriculture, 
they may put more of that sector weight into products that have lower carbon footprints.  Likewise in the 
energy sector, where petroleum commodities are perceived as carrying a larger carbon footprint than 
natural gas … and as natural gas is also perceived as benefiting from a transition to energy products that 
are less harmful to the environment. 
 
The idea of relying on projections about the future should be approached with caution.  Some climate-
aware index offerings are built to capture a projected energy transition that might take place within a 
certain timeframe and to a certain degree.  These projections are developed by very smart analysts, but 
they are still human beings taking on a daunting assignment.  (Both Mark Twain and Yogi Berra have been 
attributed with the saying, “It is difficult to make predictions, especially about the future.”)  The better 
approach is to choose an index whose methodology relies on models or algorithms that can adapt to the 
future as it unfolds.  For instance, the very first investable commodity index (1978) used an algorithm that 
first identified all the liquid commodities available, and then mapped those commodities onto two sets of 
data — one was based on the commodities’ relative importance in world trade, and the other set of 
mapping data was the components of the U.S. Consumer Price Index (CPI).  Later, in the 1990s both the 
(now) Bloomberg Commodity Index and the (S&P) Goldman Sachs Commodity Index established allocation 
rules that were driven by the relative importance of commodities in world trade, looking either at quantity 
or value of each commodity.  Because the methodology of these indexes is transparent, investors know 
what risk factors they are being exposed to when they track one of these benchmarks, and they have an 
idea of how those risk factors will change as global supply and demand change.  By contrast, an index that 
embeds a view of how and when an energy transition might take place is subject to errors in the initial 
construction and may also be subject to changes in those projections initiated by the index provider, which 
means future risk exposures are more opaque. 
 
Finally, we get to the question of what entity will be the provider of a chosen benchmark index.  Several 
investment banks offer well considered climate index solutions, but they all have one drawback for the 
asset manager or asset owner — they typically require an investor to deal with that one investment bank 
to get one’s exposure.  From the viewpoint of the investment bank, this is reasonable.  After all, they spent 
resources to develop the strategy, so they should get the benefit from those investors who use it.  From 
the investor viewpoint, however, this feature is a drawback.  Being locked into a single supplier for swap 
exposure creates two problems.  One is a cost problem — the asset manager has limited negotiating power 
to get the best swap pricing if they have only one supplier.  The second problem may not be as obvious 
but is more serious — from a risk management perspective, the asset manager does not have immediate 
recourse to an alternative supplier of swaps in the event of financial trouble in their index provider.  See 
the Case Study below for an example of how this risk might arise.  Finally, some investment banks who 
offer their own indexes might also calculate the daily value of those indexes so that swaps can regularly be 
marked to market.  This calculation risk is not as great, however, since that bank can employ an 
independent calculation agent to provide index values to both the bank and to the investors. 
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Step 2:  Specify Your Investment Process  
 
Most commodity asset managers seek to outperform their chosen benchmark, not only to cover the cost 
of their fees but also to gather more assets than their competition.  This is a reasonable objective since, 
unlike equity asset managers, most active commodity asset managers have indeed outperformed their 
benchmarks, net of fees.  (There are logical reasons for this phenomenon, which I have discussed in other 
publications.)  If in fact the asset manager is seeking this outperformance, then they owe it to their 
investors (or an asset owner owes it to their board) to explain the investment process they are using to 
outperform.  This investment process may affect the risk factors which the investor is exposed to, so they 
expect to know and understand those risks.  It is in this definition of the investment process that a 
thoughtful and experienced asset manager can also enhance the expectation of meeting the first two 
investor objectives of increased return and mitigation of concern about any environmental impact.  (The 
third objective — continued inflation hedging and diversification — can best be explained by looking at 
the history or the backtest of the benchmark itself.)  For instance, a manager might actively manage the 
collateral that supports futures (or swaps) positions in an attempt to outperform the typical T-Bill rate that 
is built into an index.  Or an active manager might hold positions on the forward curve that are different 
from the benchmark, or roll positions forward on a different schedule than the index.  The manager might 
over- or under-weight individual commodities or sectors; if so, then the investors should know in case they 
view that these decisions could affect the expected inflation hedging and diversification features of their 
investment.  The manager might also have the flexibility to delete some of the benchmark commodities 
or add other commodities to the portfolio; if so, then the investor would want to know how this could 
affect, not only expected returns, but also the climate-aware characteristics of the portfolio. 
 
Finally, and quite importantly, this investment process should be described in such a way that the investor 
can easily understand what it means and how it might impact portfolio returns. 
 
Step 3:  Implement the Strategy in a Way that Accommodates Investor Desires and with a Portfolio 
Management Team That Can Consistently Manage Risk and Add Value Over Time 
 
Step 2 describes some ways that an investment process might add value in excess of the chosen 
benchmark.  Implementing these processes requires certain portfolio management (PM) capabilities.  
Most obviously, if the manager is going to actively manage collateral, then the PM team needs experience 
in fixed-income management.  Besides that fixed-income capability, the PM team needs an understanding 
of commodity risk premia and hedging pressures if they plan to vary the timing of their rolls or their 
positions on the forward curve.  A look at history can help in these decisions, but historical factors can 
change, so the best PMs understand the unique nature of commodity markets that underlie historical 
performance.  If other commodities outside the benchmark are included in the portfolio, the PM team 
needs an understanding of how that can affect the climate-aware aspects of the portfolio and how this 
might be perceived by investors.  Finally, if the PM team implements elective over- and under-weights, 
either of individual commodities or of sectors, they need deep experience and understanding of how 
commodity futures investing differs from equity investing, and what particular risks need to be assessed. 
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Besides the development of a quality PM team, the asset manager also needs to consider the choice of 
vehicle for the investor market they want to approach.  For broad appeal, the asset manager will want a 
commingled vehicle to serve investors who are too small for separately managed accounts (SMAs).  There 
is a strong trend toward using exchange-traded funds (ETFs) for this commingled approach, especially since 
the industry can now accommodate actively managed commodity ETFs.  One drawback of this type of 
vehicle is that, unlike traditional 40-Act mutual funds, the ETF cannot offer different share classes, such as 
having an institutional share class for larger investors.  (There is some work being done to offer an ETF 
share class of a mutual fund, but at the moment this is only being considered for equity funds.)  For this 
reason, a full-service asset manager may want to be able to offer an SMA to larger investor prospects — 
either as a pure SMA, or as a “fund-of-one.”  As this SMA capability is offered, it also allows the manager 
to modify investment guidelines to suit a particular client, such as offering to use “green collateral” if the 
client prefers … and if the manager has that expanded fixed-income capability. 
 
A Case Study:  The PIMCO Commodity Real Return Fund 
 
I was personally involved in the creation and growth of this fund at PIMCO, beginning in early 2002.  It has 
grown to a size of several billion dollars of AUM, and its success demonstrates the employment of the best 
practices described in this paper. 
 
As a first step in forming the fund, PIMCO sought the best benchmark that was expected to generate 
attractive returns while providing diversification and inflation protection.  At the time most investors were 
referencing the (S&P) Goldman Sachs Commodity Index (GSCI) as their benchmark, perhaps because the 
whole idea of the asset class was new; Goldman was an early proponent and supplier of an index; and 
Goldman provided excellent client support.  But PIMCO realized that the Dow Jones-AIG Commodity Index 
(now the Bloomberg Commodity Index) had more diversification and, most important, periodically 
rebalanced the components as prices changed, which was not a feature of the S&P GSCI.  PIMCO was not 
concerned about using this index provided by a quasi-investment bank, since AIG was transparent in the 
construction of the index and would license it to other banks who could then also provide swap exposure. 
 
The next important thing that PIMCO did was to describe a systematic investment process that they 
expected to add value — they said that the collateral supporting commodity futures would be Treasury 
Inflation Protected Securities (TIPS) rather than Treasury Bills (T-Bills).  This was an easy concept for 
investors to understand, and those investors liked the idea of getting potential additional inflation 
protection from TIPS.  It also helped that PIMCO was known as a successful fixed-income asset manager 
which had a good track record in active TIPS management. 
 
As the PIMCO commodity business grew (ultimately to become the largest commodity asset manager in 
the world), PIMCO developed its portfolio management team to add commodity-specific expertise, 
gradually incorporating more active strategies in its commodity portfolios.  We usually used swaps with 
several investment bank counterparties, ensuring that our clients received the best pricing for their 
commodity exposure.  This diversification of counterparty risk proved especially fortunate when we, and 
other asset managers, had to deal with the Global Financial Crisis (GFC).  As PIMCO constantly evaluated 
the credit worthiness and liquidity of its counterparties during this time, we sometimes had to shift 
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exposure away from riskier counterparties to safer ones.  Because of the multiple relationships we had 
developed, we had the “plumbing” in place (such as International Swaps and Derivatives Association (ISDA) 
agreements already operative and relationships with various commodity desks) to shift these exposures 
while continually maintaining complete account exposure to the commodity futures markets, which is 
what our clients expected.  There was one period of just a few days when over $1 billion of swap exposure 
was shifted to more reliable counterparties.  This performance, and the team we had developed, enabled 
PIMCO to benefit from asset flows as the GFC subsided and investors again became interested in this asset 
class. 
 
Conclusion 
 
It was almost 50 years ago that the first investable commodity index was defined — a time when many 
people thought the words “commodity” and “investment” did not belong in the same sentence.  Since 
that time this asset class has gained respect and understanding, and many asset managers now offer 
commodity products.  The demand for this asset class continues, due primarily to its proven ability to 
protect from inflation and to diversify a portfolio.  But investors now are asking how the commodity 
investment process relates to an increasing awareness of a changing climate, and our industry is 
responding to those questions with a variety of solutions.  In deciding what solutions are best for their 
clients, asset managers need to look at the principles that have been most successful in the past —
successful in terms of value to investors and successful in growing the AUM of their commodity business.  
For large asset owners who manage their own commodity portfolios in-house, many of these principles 
also apply, not only for internal risk management but also for communication with their stakeholders.  
Following these best practices will ensure that our industry continues to provide relevant and valuable 
services to investors. 
 

 

Endnote 
 

An interview with Robert Greer (by Hilary Till), which was published in the CID’s predecessor publication, is available here. 
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