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Weak Commodity Prices in a Strong Economy?
Conventional wisdom typically suggests that in times of economic expansion the need for goods
and services increases. This need may lead to a greater demand for raw materials and energy,
driving their prices higher. Yet, in the current economic cycle, we are witnessing the opposite. U.S.
gross domestic product (GDP) has been growing steadily, averaging a 2.1% increase annually since
2010. However, for the same period, commodity prices have steadily decreased by -7.6% annually,
and oil prices have declined by -8.7% per year.
Several factors are driving this divergence in economic growth and commodity price trends. The
global economy has changed and most developed economies, including the U.S., rely more on
services and technology than on manufacturing, which lessens the demand for raw material inputs
when the economy expands. As emerging markets, China in particular, start to shift from
infrastructure and more toward services, the demand for raw materials declines further. However,
the supply of commodities is less elastic, as it takes a long time for producers to adjust output
increases or decreases. So when demand decreases, there is a period of oversupply which often
results in depressed prices. In energy, new drilling methods have also added to production over the
last several years, making the oversupply adjustment process even longer. As a result, commodity
prices—and especially energy prices—have lagged in this period of economic expansion.
The strong dollar has also contributed to the length of this weaker commodity price trend. As U.S.
GDP is growing faster than that of other nations, the dollar has been appreciating relative to other
currencies. Expectations of higher interest rates in the U.S. compared to other developed nations
have added to this strength. As most commodities are priced in dollars, its strength has hurt
commodity prices.
Price trends eventually come to an end, and while a turning point cannot be predicted with
certainty, there are signs that commodity prices may be finding a bottom. First, prices of industrial
metals are trading at multi-year lows, and after several years of price weakness, there has already
been a reduction in output in most mining and material sectors. This reduction is leading to lower
supply levels. Second, the volatile equity markets have sent investors into safe havens, boosting the
prices of gold and other precious metal. Lastly, energy demand has been slowly rising. If energy
production slows in response to lower prices, it may result in a gradual increase in oil and other
energy prices as well.
With respect to the strong dollar, a slowdown in the Federal Reserve’s pace of rate increases may
reduce the likelihood of higher short-term interest rates. Generally speaking, higher short-term
U.S. rates increase the demand for dollars. Less demand for dollars would likely weaken the
currency, which in turn may result in higher commodity prices. In our view, the U.S. economy
continues on a slow expansion path, which may justify a slower rate of rate hikes.
Finally, as shown by the following chart, commodities tend to have a positive correlation to
inflation. Their prices increase when inflation rises. Over the last couple of years, inflation
expectations have been low and this fear has not been on the forefront for investors. However,
bouts of inflation can be unpredictable, and exposure to broad commodities and energy within a
portfolio may offer some protection against an unexpected inflation rise.
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We continue to believe that commodities offer a solid diversification benefit to traditional stock
and bond portfolios. They may perform better in periods of a weakening U.S. dollar and protect in
periods when inflation surprises to the upside, two risks that are substantially underpriced at
present. While commodity performance may be volatile at times and the current cycle has been
extended, the prices of many commodities are substantially below historical averages, trading at
levels that a reversal to the upside is possible. This likelihood increases as the economy continues
to improve and raw material production contracts. For these reasons, we continue to suggest that
investors may include a modest allocation to commodities in their portfolios.
The market turbulence we have experienced in the opening months of 2016 has been higher than
the experience from the last several years. Going forward, as monetary conditions begin to
normalize, volatility levels may remain elevated. In these conditions, more broadly-diversified
portfolios may offer a lower concentration of risk factors and an opportunity to benefit should
underpriced assets revert to historical averages. In addition to commodities, real estate and other
alternative investment styles with low correlation to traditional investments may help smooth
fluctuations in portfolio valuations.
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About Tower Square Investment Management
Tower Square Investment Management LLC is an SEC registered investment adviser owned by
Cetera Financial Group®. It provides investment research, portfolio and model management, and
investment advice to its affiliated broker-dealers, dually-registered broker-dealers and registered
investment advisers.
About Cetera Financial Group
Cetera Financial Group® is a leading network of independent retail broker-dealers empowering the
delivery of objective financial advice to investors across the country through trusted financial
advisors and financial institutions. The network is comprised of ten firms: four legacy Ceterabranded firms (Cetera Advisors, Cetera Advisor Networks, Cetera Investment Services, marketed
as Cetera Financial Institutions, and Cetera Financial Specialists) along with First Allied Securities,
Investors Capital, Legend Equities Corporation, Summit Brokerage, VSR Financial Services and
Girard Securities.
Cetera Financial Group is the second-largest independent financial advisor network in the nation
by number of advisors, as well as a leading provider of retail services to the investment programs
of banks and credit unions. Cetera Financial Group delivers award-winning wealth management
and advisory platforms, comprehensive broker-dealer and registered investment adviser services,
and innovative technology to approximately 9,500 independent financial professionals and over
500 financial institutions nationwide. Through its distinct firms, Cetera Financial Group offers the
benefits of a large, established broker-dealer and registered investment adviser, while serving
independent and institutions-based financial advisors in a way that is customized to their needs
and aspirations. Cetera Financial Group is committed to helping advisors grow their businesses
and strengthen their relationships with clients. For more information, visit
www.ceterafinancialgroup.com.
The material contained in this document was authored by and is the property of Tower Square
Investment Management LLC. Tower Square Investment Management provides investment
management and advisory services to a number of programs sponsored by affiliated and nonaffiliated registered investment advisers. Your registered representative or investment adviser
representative is not registered with Tower Square Investment Management and did not take
part in the creation of this material. He or she may not be able to offer Tower Square Investment
Management portfolio management services.
Nothing in this presentation should be construed as offering or disseminating specific investment,
tax, or legal advice to any individual without the benefit of direct and specific consultation with
an investment adviser representative authorized to offer Tower Square Investment Management
services. Information contained herein shall not constitute an offer or a solicitation of any
services. Past performance is not a guarantee of future results.
For more information about Tower Square Investment Management strategies and available
advisory programs, please reference the Tower Square Investment Management LLC Form ADV
disclosure brochure and the disclosure brochure for the registered investment adviser your
adviser is registered with. Please consult with your adviser for his or her specific firm
registrations and programs available.
No independent analysis has been performed and the material should not be construed as
investment advice. Investment decisions should not be based on this material since the
information contained here is a singular update, and prudent investment decisions require the
analysis of a much broader collection of facts and context. All information is believed to be from
reliable sources; however, we make no representation as to its completeness or accuracy. The
opinions expressed are as of the date published and may change without notice. Any forwardlooking statements are based on assumptions, may not materialize, and are subject to revision.
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All economic and performance information is historical and not indicative of future results. The
market indices discussed are unmanaged. Investors cannot directly invest in unmanaged indices.
Please consult your financial advisor for more information.
Additional risks are associated with international investing, such as currency fluctuations,
political and economic instability, and differences in accounting standards.
While diversification may help reduce volatility and risk, it does not guarantee future
performance.
Investors should consider the investment objectives, risks and charges, and expenses of the fund
carefully before investing. The prospectus contains this and other important information about
the fund. Contact your registered representative or the issuing company to obtain a prospectus,
which should be read carefully before investing or sending money.
The Bloomberg Commodity Index is a broadly diversified index that allows investors to
track commodity futures through a single, simple measure. It is composed of futures contracts on
physical commodities and is designed to minimize concentration in any one commodity or sector.
It currently includes 19 commodity futures in five groups. No one commodity can comprise less
than 2% or more than 15% of the index, and no group can represent more than 33% of the index
(as of the annual reweightings of the components).
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