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Commodities are Overvalued - Is it Different this Time?

At Riverfront Investment Group we build our portfolios around two key investment concepts - Value and Momentum. Our Value
disciplines shape our long term portfolio strategy, and seek to position our portfolios in those asset classes that offer the best long term
potential returns relative to their risks. We express this long term strategy as a series of strategic asset allocation models optimized to
meet the needs of various types of investors. Since the market often pushes overvalued asset classes even higher and drives
undervalued assets still lower, we modify our long term asset allocation strategy with a tactical overlay that adds a Momentum
component to our fundamental disciplines. This Momentum discipline helps offset the tendency of our VValue process to sell
overvalued asset classes too early or to buy undervalued asset classes too soon.

We first added commodities to our portfolios in mid-2007. Our Value work on the asset class suggested that it offered attractive long
term returns and outstanding diversification benefits to our portfolios. From a Momentum perspective, we judged that the credit
crunch would require the Fed to ease dramatically and the resulting decline in the dollar might create a very favorable climate for
commaodity investments. Since our initial commodity investments less than a year ago, commodity indices have risen nearly
30%. In essence, investors have received in a few months all of the price appreciation that we anticipated for the next several years!
This huge price increase has left commodities about 25% overvalued and reduced expected returns from about 6.5% over inflation to
less than 3.0%, according to our models (see Chart 3). Momentum remains strong in commodity markets and these investments
continue to offer diversification benefits and one of the few potential hedges against a “stagflation” environment. However, we must
begin to question whether the reduced expected returns for commodities represent adequate compensation for their considerable risks.

Is it Different this Time?

When we examine historical valuation levels, we note that commodity markets have exceeded 30% over trend only during the 1970’s
stagflation era and for a few weeks immediately following Irag’s invasion of Kuwait. If we ignore the brief spike around the first
Gulf War, then the past three commodity bull markets have faltered when approaching that 30% overvaluation level (see
Chart 1). Given the current 25% level of overvaluation, the historical track record suggests that commodity investors face an
increasing risk of disappointing returns. Many market analysts contend that historical commodity price relationships no longer apply
because of soaring demand from emerging economies such as China and a shrinking supply of many commodity products. Although
we remember similarly compelling arguments being put forth for large cap growth stocks in the late 1990’s, housing in the mid-
2000’s, and collateralized debt obligations in 2007; we believe that the arguments for a “new paradigm” in commodity pricing are
powerful enough to warrant continued research before changing our long term allocation strategy. However, the historical track
record suggests that commodity investors are implicitly betting on either a dramatically different supply and demand dynamic thanks
to China, or that the U.S. economy is entering into another period of stagflation. Given the risks entailed in either of these
assumptions, we are likely to be quick to sell if upward momentum shows definitive signs of faltering.

Chart 1 Commodities: Historical Over and Under Valuation
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