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Natural Selection

WHEN INVESTORS LOOK TO GET
EXPOSURE TO COMMODITIES, many
choose to invest in commodities futures
contracts. Last year, more than $62 bil-
lion flowed into commodity futures, ac-
cording to Barclays Capital, and by the
end of December, assets under man-
agement totaled $354 billion. By con-
trast, $7.6 billion flowed into natural
resources private equity last year, while
just $3.7 billion went into publicly
traded natural resources equities.

Research analysts and investment
managers at RS Investments in San
Francisco argue that investors would be
better served by redirecting their com-
modities allocation to natural resources
stocks. Not surprisingly, RS Investments
manages $3.5 billion in natural re-
sources equities. Their argument is that
because of fundamental changes in the
commodities markets over the last ten
years, commodities futures have not and
will not provide the portfolio diversifi-
cation benefits historically attributed to
commodities and that natural resources
stocks are a better bet for keeping up
with long-term inflation.

Investors have gravitated toward
commodities in the last ten years for
numerous reasons. Among the most
important are portfolio diversification,
inflation protection and positive long-
term views on commodity prices and fu-
ture returns. As the flow of funds dem-
onstrates, when given a choice between
commodities futures, public equity and
private equity, investors have put their
money in commodities futures.

Conventional wisdom is that natural
resources stocks do not provide the di-
versification benefits of commodities fu-
tures. They are stocks, after all, and have
a high equity market component, notes
Christian Busken, director of real assets
at investment consultant Fund Evalu-
ation Group in Cincinnati. Moreover,
many natural resources companies are
involved in multiple lines of business
and their stock introduces management
risk into the commodities equation.
The thinking is that commodities fu-
tures are a better “pure play.”

Data indicates, however, that natu-
ral resources funds are not perfectly
correlated to the broad stock market.
Natural resources funds have an average
R-squared (the percentage of their move-
ments that can be explained by S&P 500
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movements) of 69 versus 89 for the aver-
age domestic stock fund and 91 for the
average global stock fund, according to
Morningstar data. Moreover, manage-
ment risk can be a positive factor. In the
ten years ended December 2010, natural
resources stocks far outperformed com-
modity indices. The MSCI World Com-
modity Producers Index returned a cu-
mulative 204.5% versus 19.18% for the
S&P GSCI Total Return index, accord-
ing to data provided by RS Investments.

Operating leverage for producers of
commodities and fundamental changes
in commodities futures markets are re-
sponsible for those results, said RS In-
vestments in a recent white paper titled,
“Institutional Real Asset Strategies.”
These changes undercut arguments for
investing in commodity futures and bol-
ster arguments for the outperformance of
natural resources stocks going forward,
according to the firm.

One major change is that the correla-
tion between commodity and equity re-
turns has increased in the last ten years.
This increased correlation is particularly
problematic in down equity markets
when investors need diversification most.

assumption that commodities are more
effective diversifiers than natural re-
sources stocks is simply wrong,” says Ken
Settles, co-manager of the RS Global
Natural Resources Fund, which has $2.6
billion in assets. The fund is down 0.13%
this year versus a gain of 1.52% for the
S&P 500. Over the last ten years, the
fund has returned 14.69% annualized
versus 2.36% for the S&P 500.

Settles argues that rising correlations
are the result of the elimination of spare
capacity for many commodities, which
characterized the 1970s and 1980s, and
that changes in demand now influence
pricing. While supply shocks can still
send commodities soaring and equities
reeling, commodities and equities now
march to the same drummer—global
economic growth.

Meanwhile, the rising marginal cost
of supply—as companies dig deeper
or go further afield to find natural re-
sources—has resulted in expectations
that commodity prices will rise. This has
been reflected in the shape of commodi-
ties futures curves, which in the last ten
years have become upward sloping. That
means that futures contracts closest to
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In 2008, when the S&P 500 was down
37%, the S&P GSCI Total Return was
down 46.5%. In 2001, when the S&P
500 was down 11.9%, the GSCI was
down 31.9%. Natural resources stock
funds were down 48.8% and 10.4%, re-
spectively, in those two years.

“In each downturn since 1998, com-
modities were highly correlated with
equities. When you look at the data, the

expiration are priced lower than con-
tracts further out on the curve. When
investors roll from the nearest, cheaper
contract to the next, more expensive
contract, they lose money on the roll.

In contrast, downward sloping fu-
tures curves, in which investors roll from
more expensive to cheaper contracts,
help returns. During the 2000s, nega-
tive roll yields subtracted almost 8% an-
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nualized from commodities futures re-
turns. By contrast, during the 1970s, roll
yields added 4.62% annually to returns.
“Roll yields have been declining for the
last four decades,” as spare capacity has
shrunk, Settles asserts. “This is not just a
blip, but a change in fundamentals.”

Finally, Settles argues that natural
resources stocks have shown almost as
much sensitivity to changes in the rate
of inflation as commodities have over the
last ten years. From 2001 through 2010,
the correlation of annual percentage
changes in the S&P GSCI and the S&P
North American Natural Resource Sec-
tor versus the CPI were 0.76 and 0.73,
respectively. This undercuts the argument
for commodities as a superior inflation
hedging tool, says Settles.

But correlations are not the whole
story. It comes down to the difference
in returns, Settles says. Fund Evalua-
tion Group’s Busken notes that several
years ago he found that only nonrenew-
able commodities such as oil, gas and
gold keep pace with inflation over the
long term. Between 1951 and 2003,
while the CPI increased 598%, the spot
prices of most commodities, including
silver, copper and many agricultural
commodities, fell far behind. Investors
need to be selective in choosing their
inflation hedges, he says.

Busken is a proponent of private eq-
uity exposure to commodities such as
energy exploration and development
partnerships. “If you can handle the il-
liquidity, private equity is the best way
to go for long-term investors,” he says.
Not only should investors earn a pre-
mium for locking up their money, but
generally they’re getting direct owner-
ship of the commodity.

Other investment managers also favor
equities over futures in a commodity al-
location. The headwind to returns posed
by upward sloping futures curves is “just
a killer,” says Ben Inker, the head of as-
set allocation at Grantham Mayo Van
Otterloo in Boston. “If youre going to
get exposure, it’s better to own the com-
panies that produce the commodity,” he
told a Morningstar Investment Confer-
ence panel in June. GMO’s Jeremy Gran-
tham has been an outspoken proponent
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of long-term investing in commodities,
despite the near-term risk of a sell-off
due to a decline in the Chinese economy.
Noting that commodity futures give in-
vestors simple price exposure, Inker not-
ed, “With equities, you get a return.”

Similarly, Richard Fullmer, an asset al-
location strategist at T. Rowe Price As-
sociates in Baltimore, says that the un-
certainties surrounding roll yield, as well
as the firm’s experience analyzing natural
resource equities, has led his group to ad-
vocate for the use of “real asset equities,”
which include real estate and infrastruc-
ture stocks, in the firm’s portfolio products.
“For many years, there was an advantage
to buying futures,” says Fullmer, “but it is
unclear now whether the turn to negative
roll yields is cyclical or more structural.
'The returns investors can expect from fu-
tures to us is uncertain,” he says.

Still, other advisors and strategists
continue to favor commodities futures as
a better pure play on commodities prices
as well as a better inflation hedge.

Steve Jones, a principal in the manager
research group at Mercer Investment Con-
sulting in Chicago, notes that the correla-
tion of returns between the GSCI, which
has a large energy component, and the
S&P energy sector is not that high. Since
1989, the rolling monthly correlation be-
tween the S&P energy sector and the
GSCI has been 0.53. “At only about 50%,”
says Jones, “equities are not the best way
to get exposure to commodities. We prefer
direct exposure to commodities futures.”

Moreover, while both the GSCI and
the S&P Natural Resources Index have
been highly correlated with the CPI
in recent years, the GSCI has a higher
correlation—0.75—to the CPI on a
one-month lagged basis than does the
natural resources index—0.50. For ex-
ample, the total return of the GSCI in
January was highly correlated with the
CPIin February. That makes sense given
that the GSCI feeds almost directly to
the CPI, notes Jason Thomas, chief in-
vestment officer at Los Angeles-based
wealth manager Aspiriant.

Thomas notes that Aspiriant uses all
three methods of gaining exposure to
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commodities—futures, public natural re-
sources stocks and private equity. Natural
resources stocks have important sources
of return that are not captured in the in-
flation measures, he says. However, com-
modities futures are the way to go for
investors looking to hedge unexpected
price inflation. “We use futures as the

firm Barclays expects to see correlations
between equities and commodity futures
head down again as the risk-on/risk-off
investing following the financial crisis
dissipates and fundamentals again pre-
dominate in the markets. Ted Wright,
director of portfolio management at
Genworth Financial Asset Management
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purest form of exposure to unexpected
increases in spot prices,” he says.

He and others also note that tweaking
passive approaches to managing com-
modities futures can minimize issues
associated with upward sloping futures
curves. In 2006, Aspiriant asked Gold-
man Sachs to build an enhanced com-
modities futures index designed to deal
with the drawbacks in the benchmark.
Goldman then issued an exchange-trad-
ed note based on the enhanced index to
which Aspiriant has directed $100 mil-
lion in client assets.

Among the modifications: The index
rolls futures contracts seasonally when
futures curves are downward sloping; the
index rolls futures contracts that are five
and six months out on the curve versus
one and two months out; and the index
rolls short-term contracts before the ma-
jor indexes. These tweaks have added 4%
annually to the index’s performance ver-
sus the GSCI. While the GSCI is down
4.25% since July 2007, when the enhanced
index was created, the ETN is up 0.12%.

Some market players also expect com-
modity prices to reassert their indepen-
dence from the equity markets in the
coming months. Investment banking

in Encino, Calif., agrees. “I can tell you if
oil goes higher and detracts from GDP,
you will get a separation in correlation
between the equity markets and oil,” he
says. The firm prefers to use managed fu-
tures to take advantage of the “trendiness”
in commodity markets. “Our expectation
is that managed futures will provide good
diversification benefits,” says Wright.

Many advisors believe commodities
futures deserve a place in portfolios as a
hedge against event risk such as geopoliti-
cal instability and weather-related disrup-
tions. “You don't really know when these
events are going to happen, but by having
a little bit of commodities exposure, you'll
get some protection,” says Busken.

RS Investments’ Settles agrees that
the futures markets are more effective
at hedging against short-term shocks in
supply. But ultimately, the question of
how effective asset classes are in protect-
ing investors from inflation gets back to
returns, he says. Given the headwinds
commodity futures investors face as a
result of negative roll yields, “we believe
natural resources equities are more effec-
tive in protecting investors against long-
term increases in commodities price in-
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flation,” he says.
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RS Investments has no editorial control over the content, subject matter and timing of the article and is independent of Financial Advisor and its publisher.
RS Investments makes no representation as to the truth or accuracy of the article and takes no responsibility for any views expressed. The views reported in
the article do not constitute investment advice. Investors should consult investment professionals regarding their individual investment programs. Since the
date of publication, economic and market conditions and the portfolio manager’s views of the prospects of any particular investments may have changed.
Investing in small- and mid-size companies can involve risks such as having less publicly available information, higher volatility, and less liquidity than in the case

of larger companies. Funds that concentrate investments in a certain sector may be subject to greater risk than funds that invest more broadly, as companies in
that sector may share common characteristics and may react similarly to market developments or other factors affecting their values. Investments in companies in
natural resources industries may involve risks including changes in commodities prices, changes in demand for various natural resources, changes in energy prices,
and international political and economic developments. Foreign securities are subject to political, regulatory, economic, and exchange-rate risks not present in
domestic investments. The value of a debt security is affected by changes in interest rates and is subject to any credit risk of the issuer or guarantor of the security.
Not all funds or share classes are available at all firms. Please check with your financial advisor or representative for details.

RS Funds are sold by prospectus only. The article enclosed is not a prospectus. You should carefully consider the investment objectives, risks,
charges and expenses of the RS Funds before making an investment decision. The prospectus contains this and other important information.
Please read it carefully before investing or sending money. To obtain a copy, please call 800-766-3863 or visit wwvw.RSinvestments.com.

RS Global Natural Resources Fund (RSNRX) Performancet
(Average Annual Total Returns as of 9/30/11)

Since Inception
1 Year 5 Year 10 Year (11/15/95)
RS Global Natural Resources Fund, Class A
without sales load -2.35% 3.14% 15.20% 9.96%
with maximum sales load -7.00% 2.14% 14.63% 9.62%
S&P North American Natural Resources Sector Index™' -1.63% 3.18% 10.10% n/a
MSCI World Commodity Producers Index? -4.42% 2.66% 10.32% n/a
S&P 500% Index® 1.14% -1.18% 2.82% 6.03%
Performance returns for periods of less than one year are not annualized.
Sector Allocation* Top Ten Holdings®
(As of 9/30/11) (As of 9/30/11)
Energy 52.62% Occidental Petroleum Corp. 5.22%
Materials and Processing 39.87% Southwestern Energy Co. 5.18%
Utilities 3.70% Range Resources Corp. 4.77%
Financial Services 1.19% Denbury Resources, Inc. 4.76%
Cash 261% Martin Marietta Materials, Inc 4.75%
Compass Minerals International 4.62%
Goldcorp, Inc. 4.61%
Antofagasta PLC 4.57%
Talisman Energy, Inc. 4.16%
Oil Search Ltd. 4.02%

1 Performance quoted represents past performance and does not guarantee future results. Investment return and principal value will fluctuate, so shares,
when redeemed, may be worth more or less than their original cost. The Fund's total gross annual operating expense ratio as of the most current prospectus
1.50% for the Class A shares. Class A performance quoted “with maximum sales charge” reflects the current maximum sales charge of 4.75%. Please read
the prospectus carefully for more information on sales charges as they do not apply in all cases and if applied are reduced for larger purchases. Certain share
classes are subject to lower maximum sales charges whether paid at the time of purchase or deferred. Any sales charges are in addition to the Fund's fees
and expenses as detailed in the Fund’s most current prospectus. Fees and expenses are factored into the net asset value of your shares and any performance
numbers we release. Total return figures reflect an expense limitation in effect during the periods shown; without such limitation, the performance shown would
have been lower. Performance results assume the reinvestment of dividends and capital gains. The return figures shown do not reflect the deduction of taxes
that a shareholder may pay on Fund distributions or the redemption of Fund shares. Current and month-end performance information, which may be lower or
higher than that cited, is available by contacting RS Investments at 800-766-3863 and is frequently updated on our Web site: www.RSinvestments.com.

1 The S&P North American Natural Resources Sector Index™ is a modified cap-weighted index designed as a benchmark for U.S-traded securities in the natural resources sector. The index
includes companies involved in the following categories: extractive industries, energy companies, owners and operators of timber tracts, forestry services, producers of pulp and paper, and
owners of plantations. Index results assume the reinvestment of dividends paid on the stocks constituting the index. Unlike the Fund, the index does not incur fees or expenses.

2 The MSCI World Commodity Producers Index (MSCI-WCP) is an equity-based index designed to reflect the performance related to commodity producers stocks. The MSCI World
Commodity Producers Index is a free float-adjusted market capitalization-weighted index comprised of commodity producer companies based on the Global Industry Classification
Standard (GICS®).

3 The S&P 500® Index is an unmanaged market capitalization-weighted index of 500 stocks designed to measure performance of the broad domestic economy through changes

in the aggregate market value of 500 stocks representing all major industries. Index results assume the reinvestment of dividends paid on the stocks constituting the index. You may
not invest in the index, and, unlike the Fund, the index does not incur fees and expenses.

4 The Fund's holdings are allocated to each sector based on their Russell classification. If a holding is not classified by Russell, it is assigned a Russell designation by RS
Investments. Cash includes short-term investments and net other assets and liabilities.

5 Portfolio holdings are subject to change and should not be considered a recommendation to buy or sell individual securities.

RS Investment Management Co. LLC and Guardian Investor Services LLC (GIS) are wholly owned stock subsidiaries of The Guardian Life Insurance Company of America (Guardian),
7 Hanover Square, New York, NY 10004.
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