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Commodities Remain a 
Valuable Portfolio Allocation 
Investors typically look to a commodities allocation to 
provide three key benefits to their portfolios: diversification, 
inflation protection and return potential. But for many 
investors, the return benefit of commodities has been 
difficult to grapple with amid challenging performance in 
recent years. We believe investors should not extrapolate this 
recent experience into the future because commodity returns 
tend to be cyclical. While the last few years of commodity 
returns are not an aberration, they are also not the norm. 
Commodity asset class returns tend to go through cycles of 
positive and negative performance, which largely coincide 
with economic growth cycles.  

 

Take a long-term perspective on returns 

We believe that, when evaluating the ongoing return potential of commodities, 
investors should take a longer-term perspective of performance. To illustrate, 
Figure 1 compares the rolling three-year return of a 55% equity/40% bond/5% 
commodity portfolio versus a 60% equity/40% bond portfolio.  
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FIGURE 1: COMMODITIES HAVE CONSISTENTLY PROVIDED DIVERSIFICATION 

BENEFITS 

Source: As of 31 March 2015, Bloomberg. 

Hypothetical example for illustrative purposes only. 
1 55/40/5 portfolio includes 55% in MSCI World, 40% in Barclays U.S. Aggregate Index (US Treasury Note prior to 

1976) and 5% in the S&P Goldman Sachs Commodity Index . 
2 60/40 portfolio comprises 60% in MSCI World and 40% in Barclays U.S. Aggregate Index (US Treasury Note prior 

to 1976). 

Return difference is based on 3-year rolling annualized returns of each portfolio. Volatility difference is based on 3-
year rolling volatilities (annualized standard deviations) of monthly returns of each portfolio. 

 

The relative performance of the portfolio containing commodities has varied over 
time, with periods of underperformance occurring as expected during economic 
downturns. Commodities as a whole are growth-sensitive assets, especially in 
recessions that coincide with plentiful commodity supplies and weak demand – 
exactly what occurred during the global financial crisis. Importantly, these 
periods were followed by years of recovery in commodity returns and the 
outperformance of the 55/40/5 portfolio.  

It is also important to note that commodity returns may be enhanced through 
active management. Commodity markets offer a fertile opportunity for active 
trading and potential for alpha generation for capable investment managers (see 
“Adding Value with Commodity Alpha Capabilities,” July 2014). And while the 
return benefit of including commodities in a broader portfolio can be cyclical 
over time, the diversification benefit has remained consistently positive, which 
led to better risk-adjusted returns over time. As Figure 1 shows, the volatility of 
the 55% equity/40% bond/5% commodity portfolio has been below that of the 
60% equity/40% bond portfolio during various economic cycles over the last 45 
years. 
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Correlations between commodities and other asset classes have subsided 

The correlation of commodities to equities saw a temporary pickup in the 
aftermath of the global financial crisis. This was the result of the decline in 
aggregate demand that uniformly affected many asset classes, resulting in 
higher correlations among them. However, commodities have returned to 
responding more to fundamental supply factors. These can include weather, 
which affects natural gas and grains prices, geopolitical instability, which 
influences crude oil, or mining strikes, which affect metals. Importantly, these 
factors do not tend to affect stock or bond market returns to the same degree, 
and accordingly, correlations between commodities and other asset classes have 
come down. Recent correlations have also declined across individual 
commodities as the markets have come out of the global financial crisis.  

Figure 2 illustrates the low correlation between commodity sectors, which stands 
in stark contrast to generally high sector correlations within other asset classes – 
here equities as an example. This is further evidence that supply fundamentals 
are once again taking over commodity returns, as each commodity is responding 
to its own idiosyncratic conditions rather than to the effect of aggregate 
demand on the entire asset class.  

FIGURE 2: LOW CORRELATION AMONG SECTORS MAKES COMMODITIES UNIQUE 
RELATIVE TO OTHER ASSET CLASSES 

Source: As of 31 March 2015, Bloomberg, Standard & Poor’s. 

Based on 3-year returns, rolling monthly.  Equity sectors represented by the S&P 500 GICS sector sub-indexes.  
Commodity sectors represented by the S&P GSCI sector sub-indexes.   
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Commodities may provide a valuable inflation hedge 

Finally, in terms of the overall portfolio benefit, commodities should offer an 
effective means of helping hedge a portfolio against inflation shocks. Looking at 
the composition of the Consumer Price Index (CPI), food and energy make up 
approximately a quarter of the basket. However, changes in inflation, especially 
unexpected changes, are driven primarily by food and energy. Said differently, 
food and energy drive most of the CPI’s volatility. It is this unexpected volatility 
that is especially harmful to stock and bond returns. The commodity asset class, 
on the other hand, has a positive correlation to changes in inflation as it is the 
very same commodities comprising the asset class that drive the majority of CPI 
changes. Furthermore, commodities tend to exhibit an outsize response to 
inflation, meaning that when inflation increases above expectations, commodity 
returns increase more than the change in the inflation rate. So to the extent that 
inflation surprises to the upside, a commodity allocation can provide a potential 
hedge against inflation beyond just the original dollar amount invested.  

Commodities continue to have a place in many investors’ portfolios 

Despite the most recent performance challenges, commodities still offer the 
potential benefits of providing inflation protection, improving portfolio 
diversification and enhancing risk-adjusted returns. Moreover, investors can look 
to supplement the return potential of commodities by selecting managers with a 
proven history of delivering alpha in this asset class. 

 

The writers would like to thank Shawn Coffman for his contribution to this 
article. 
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A word about risk: Commodities contain heightened risk, including market, political, regulatory and 
natural conditions, and may not be suitable for all investors. Derivatives and commodity-linked 
derivatives may involve certain costs and risks, such as liquidity, interest rate, market, credit, management 
and the risk that a position could not be closed when most advantageous. Commodity-linked derivative 
instruments may involve additional costs and risks such as changes in commodity index volatility or factors 
affecting a particular industry or commodity, such as drought, floods, weather, livestock disease, 
embargoes, tariffs and international economic, political and regulatory developments. Investing in 
derivatives could lose more than the amount invested. All investments contain risk and may lose value. 

This material contains the current opinions of the manager and such opinions are subject to change 
without notice.  This material is distributed for informational purposes only and should not be considered 
as investment advice or a recommendation of any particular security, strategy or investment product. 
Information contained herein has been obtained from sources believed to be reliable, but not guaranteed. 

PIMCO provides services only to qualified institutions and investors. This is not an offer to any person in any 
jurisdiction where unlawful or unauthorized. | Pacific Investment Management Company LLC, 650 
Newport Center Drive, Newport Beach, CA 92660 is regulated by the United States Securities and 
Exchange Commission. | PIMCO Investments LLC, U.S. distributor, 1633 Broadway, New York, NY, 
10019 is a company of PIMCO.] | PIMCO Europe Ltd (Company No. 2604517), PIMCO Europe, Ltd 
Amsterdam Branch (Company No. 24319743), and PIMCO Europe Ltd - Italy (Company No. 
07533910969) are authorised and regulated by the Financial Conduct Authority (25 The North Colonnade, 
Canary Wharf, London E14 5HS) in the U.K. The Amsterdam and Italy branches are additionally regulated 
by the AFM and CONSOB in accordance with Article 27 of the Italian Consolidated Financial Act, 
respectively. PIMCO Europe Ltd services and products are available only to professional clients as defined in 
the Financial Conduct Authority’s Handbook and are not available to individual investors, who should not 
rely on this communication. | PIMCO Deutschland GmbH (Company No. 192083, Seidlstr. 24-24a, 
80335 Munich, Germany) is authorised and regulated by the German Federal Financial Supervisory 
Authority (BaFin) (Marie-Curie-Str. 24-28, 60439 Frankfurt am Main) in Germany in accordance with 
Section 32 of the German Banking Act (KWG). The services and products provided by PIMCO Deutschland 
GmbH are available only to professional clients as defined in Section 31a para. 2 German Securities Trading 
Act (WpHG). They are not available to individual investors, who should not rely on this communication. | 
PIMCO (Schweiz) GmbH (registered in Switzerland, Company No. CH-020.4.038.582-2), 
Brandschenkestrasse 41, 8002 Zurich, Switzerland, Tel: + 41 44 512 49 10. The services and products 
provided by PIMCO Switzerland GmbH are not available to individual investors, who should not rely on this 
communication but contact their financial adviser. | PIMCO Asia Pte Ltd (501 Orchard Road #09-03, 
Wheelock Place, Singapore 238880, Registration No. 199804652K) is regulated by the Monetary Authority 
of Singapore as a holder of a capital markets services licence and an exempt financial adviser. The asset 
management services and investment products are not available to persons where provision of such 
services and products is unauthorised. | PIMCO Asia Limited (Suite 2201, 22nd Floor, Two International 
Finance Centre, No. 8 Finance Street, Central, Hong Kong) is licensed by the Securities and Futures 
Commission for Types 1, 4 and 9 regulated activities under the Securities and Futures Ordinance. The asset 
management services and investment products are not available to persons where provision of such 
services and products is unauthorised. | PIMCO Australia Pty Ltd ABN 54 084 280 508, AFSL 246862 
(PIMCO Australia) offers products and services to both wholesale and retail clients as defined in the 
Corporations Act 2001 (limited to general financial product advice in the case of retail clients). This 
communication is provided for general information only without taking into account the objectives, 
financial situation or needs of any particular investors. | PIMCO Japan Ltd (Toranomon Towers Office 18F, 
4-1-28, Toranomon, Minato-ku, Tokyo, Japan 105-0001) Financial Instruments Business Registration 
Number is Director of Kanto Local Finance Bureau (Financial Instruments Firm) No. 382. PIMCO Japan Ltd is 
a member of Japan Investment Advisers Association and The Investment Trusts Association, Japan. 
Investment management products and services offered by PIMCO Japan Ltd are offered only to persons 
within its respective jurisdiction, and are not available to persons where provision of such products or 
services is unauthorized. Valuations of assets will fluctuate based upon prices of securities and values of 
derivative transactions in the portfolio, market conditions, interest rates and credit risk, among others. 
Investments in foreign currency denominated assets will be affected by foreign exchange rates. There is no 
guarantee that the principal amount of the investment will be preserved, or that a certain return will be 
realized; the investment could suffer a loss. All profits and losses incur to the investor. The amounts, 
maximum amounts and calculation methodologies of each type of fee and expense and their total 
amounts will vary depending on the investment strategy, the status of investment performance, period of 
management and outstanding balance of assets and thus such fees and expenses cannot be set forth 
herein.| PIMCO Canada Corp. (199 Bay Street, Suite 2050, Commerce Court Station, P.O. Box 363, 
Toronto, ON, M5L 1G2) services and products may only be available in certain provinces or territories of 
Canada and only through dealers authorized for that purpose. | PIMCO Latin America Edifício 
Internacional Rio Praia do Flamengo, 154 1o andar, Rio de Janeiro – RJ Brasil 22210-906. | No part of this 
publication may be reproduced in any form, or referred to in any other publication, without express written 
permission. PIMCO and YOUR GLOBAL INVESTMENT AUTHORITY are trademarks or registered trademarks 
of Allianz Asset Management of America L.P. and Pacific Investment Management Company LLC, 
respectively, in the United States and throughout the world. © 2015, PIMCO. 


