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Under the Hood of Commodity ETFs 

In the May edition of the Insights and Strategies, we discussed 
several ways to gain exposure to physical gold through 
exchange-traded products. In this edition, we turn to 
commodity exposure in general, with an emphasis on the 
importance of how commodities trade in an ETF. The managed 
money space can provide a great opportunity to invest in 
commodity markets that have long been accessible only to the 
largest institutional investors. ETFs now provide exposure to 
not only precious metals, but physical commodities such crude 
oil, natural gas, and uranium. After making the decision to 
invest in a commodity, it is crucial to understand how an ETF 
gains its exposure. 

Most commodity ETFs are passive and must follow a set of 
rules to track a benchmark. In certain cases, the ETF will own 
the physical commodity and include the storage cost as a part 
of its management expense ratio (MER). This works when 
storage of the commodity is simple and cost effective, for 
example storing gold or silver bullion in a vault at the mint or 
bank. On the other hand, storing commodities such as barrels 
of crude oil can be costly and logistically complex. Instead, 
many commodity ETFs use futures contracts to get exposure 
to the spot price of the underlying commodity. Depending on 
what rules the ETF employs when purchasing futures 
contracts, the return profile for investors can vary significantly 
from the commodity itself.  

Futures 101 

A futures contract is an obligation to buy or sell an asset in the 
future with the quantity, price and delivery date all specified. 
A textbook example is as follows; a wheat farmer will be selling 
bushels of wheat at harvest, but the farmer wants to know 
what price they will receive today. To do this, the farmer sells 
futures contracts for their wheat, locking in a price. As an 
investor, you might want to speculate of the future price of 
wheat. You buy the farmer’s future supply of wheat taking on 
the price risk. It could go up or down. Holding a futures 
contract to its expiration date would trigger an obligation to 
take delivery of the underlying asset at the given price. To 
avoid the logistical nightmare, most investors sell their 
contract prior to expiration using the proceeds to buy another 
contract that expires further down the road. This is known as 
“rolling” and can be positive or negative depending on 
whether the contracts being purchased are more expensive 
(contango) or less expensive (backwardation) than the 
contracts being sold. 

Contango and Backwardation – What Does It Mean?  

The chart below shows a futures curve, a series of futures 
contracts with price on the y-axis and maturity on the x-axis. If 
the prices of the commodity were more expensive in the 
future than it is today, we would say the market is in contango. 
Contango is a natural state for markets given storage costs, 
delivery, and insurance associated with the commodity. 
Markets can also be in a state of backwardation. This is where 
it is cheaper to buy something in the future than today. 
Typically, this occurs when the current supply of a good is 
limited and people will pay more today than they would in the 
future. For example, the scarcity of N95 masks in March 2020 
drove up their price versus what someone would be willing to 
pay to receive the mask in two years time.   

ETFs tracking commodities need to roll into the next set of 
contracts to avoid physical delivery of the assets. If the 
commodity is in contango, you need to pay more each time the 
contact rolls to maintain the same exposure to the commodity. 
Persistent negative roll yield will eat away at your principle 
investment over time. On the flip side, if your chosen 
commodity remains in backwardation, you get paid a premium 
every time the contract rolls to maintain the same exposure. 

Futures Curves Take Shape 

 

 
Source: Raymond James Ltd. 

Curves Matter 

Determining the shape of the futures curve can be complex but 
there are some simple rules investors can follow. First, 
contango has a negative effect and backwardation a positive 
one when it comes to these ETFs. Second, know how often 
(and when) the underlying contracts for the commodity rolls 
into the new ones. Is it daily, weekly or every few months? The 
more frequently you expose your investment to contango, the  
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more costly it will be to maintain your exposure. If your ETF 
rolls its contracts daily, this can compound into significant 
losses over time regardless of what the commodity does. 

Products with a daily roll are not suitable for long-term 
investors; rather, they are suitable for speculating on intra-day 
market moves.   

Looking At Existing ETF Structures 

Many will remember when oil traded into negative territory 
early this year. While there were many factors at work, in part 
it was due to the largest oil ETF in the world and the rules it 
had to follow. United States Oil Fund ETF (USO-US) rolled over 
its future contacts to the nearest month’s futures contract. For 
example, toward the end of May the fund would sell its May-
expiry futures contracts and purchase June expiration 
contracts, and so on. This became problematic this spring 
when a precipitous sell-off in oil markets caused the near-
month futures contracts for WTI crude oil to go negative (a 
topic deserving of its own publication). The fund rewrote its 
own rulebook following negative oil prices to allow it to roll 
some contracts into further months out (i.e. they do not need 
to be forced buyers in a negative marketplace). Other 
commodity ETFs employ different structures in an attempt to 
reduce negative roll. Invesco DB Oil Fund ETF (DBO-US) uses a 
rules-based approach to roll its expiring contracts into the 
most attractive contract that expires within the next 13 
months. Canadian-based Horizons Crude Oil ETF (HUC-TO) 
takes a different approach by exclusively gaining exposure to 
crude oil futures contracts that expire in December as these 
are often the most liquid contracts while rolling its contracts 
only once a year in June. HUC therefore could be a more 
appropriate, longer-term holding versus its aforementioned 
peers.  

 

Putting It All Together 

Investors have never had more choices when it comes to 
gaining exposure to commodities than they do today. Adding 
commodities to your portfolio can be a great tactical decision 
for investors, but we implore those seeking this exposure to be 
mindful of the structural choices that may cause their 
investment to deviate from spot prices. As with any 
investment, understanding how it fits into your overall and 
long-term plan is critical. Any commodity ETFs that roll their 
exposure on a daily basis, for example, are simply are not 
suitable for long-term asset allocators, but rather are trading 
tools. As with any investment decision, it is prudent to review 
the prospectus documentation to gain a more thorough 
understanding of how the fund should behave relative to spot 
prices.  

Chris Antony, CFA 
FX and Fixed Income 

Spencer Barnes, MSc., CIM 
AVP, Mutual Funds & ETF Strategy 

  

Oil ETFs 

Name Ticker MER 
Roll 

Frequency 
Roll Strategy 

Correlation with Spot WTI 

1 Year 6 Month 3 Month 30 Day 

United States Oil Fund ETF USO-US 0.79% Monthly 
Predominantly near month; now have 
the ability to roll into further out 
contracts 

0.44 0.44 0.82 0.96 

Invesco DB Oil Fund ETF DBO-US 0.78% Monthly 
Rules based approach to identify the 
most  attractive contract between 1 
&13 months 

0.32 0.32 0.64 0.93 

Horizons Crude Oil ETF HUC-TO 0.88% Annually 
Only December contracts, rolled in 
June 

0.35 0.36 0.66 0.86 

Source: Raymond James Ltd., FactSet; Data as of August 31, 2020 
All trade in $USD; HUC-TO is hedged to $CAD 
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Important Investor Disclosures 

 

Complete disclosures for companies covered by Raymond James can be viewed at: Disclosures 
https://raymondjames.bluematrix.com/sellside/Disclosures.action 

This newsletter is prepared by the Private Client Services team (PCS) of Raymond James Ltd. (RJL) for distribution to RJL’s retail clients. It is not a 
product of the Research Department of RJL. 

All opinions and recommendations reflect the judgement of the author at this date and are subject to change. The author’s recommendations may 
be based on technical analysis and may or may not take into account information contained in fundamental research reports published by RJL or 
its affiliates. Information is from sources believed to be reliable but accuracy cannot be guaranteed. It is for informational purposes only. It is not 
meant to provide legal or tax advice; as each situation is different, individuals should seek advice based on their circumstances. Nor is it an offer to 
sell or the solicitation of an offer to buy any securities. It is intended for distribution only in those jurisdictions where RJL is registered. RJL, its 
officers, directors, agents, employees and families may from time to time hold long or short positions in the securities mentioned herein and may 
engage in transactions contrary to the conclusions in this newsletter. RJL may perform investment banking or other services for, or solicit investment 
banking business from, any company mentioned in this newsletter. Securities offered through Raymond James Ltd., Member-Canadian Investor 
Protection Fund. Financial planning and insurance offered through Raymond James Financial Planning Ltd., not a Member-Canadian Investor 
Protection Fund.  

Commissions, trailing commissions, management fees and expenses all may be associated with mutual funds. Please read the prospectus before 
investing. Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated.  The results presented 
should not and cannot be viewed as an indicator of future performance. Individual results will vary and transaction costs relating to investing in 
these stocks will affect overall performance.  

Some of the securities mentioned in this report may entail higher risk. Clients should contact their Financial Advisor to determine if the securities 
are compatible with their risk tolerance and investment objectives. 

Information regarding High, Medium, and Low risk securities is available from your Financial Advisor. 

RJL is a member of Canadian Investor Protection Fund. ©2020 Raymond James Ltd. 

https://raymondjames.bluematrix.com/sellside/Disclosures.action
https://raymondjames.bluematrix.com/sellside/Disclosures.action

