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Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We publish asset allocation thoughts on a weekly basis in a special 
section within our Daily Comment report, updating the piece every Friday.   
 

October 25, 2019 
 

For nearly two years, the energy sector has dramatically underperformed the overall equity 

market and oil prices. 
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This chart shows our S&P energy sector model.  We regress the overall S&P 500 and oil prices 

against the energy sector.  For most of the index’s history, these two variables explained much of 

the behavior of the energy sector.  The deviation line shows that this is the most significant 

underperformance of energy over the past thirty years.  The current underperformance was 

preceded by strong outperformance in the two previous years.   

 

So, why are we seeing this underperformance?  It isn’t exactly clear.  There are a number of 

candidates to explain the deviation.  It may reflect a correction from the earlier outperformance 

that was likely based on euphoria surrounding fracking.  There may be an element that, due to 

fears of climate change, hydrocarbons are falling into “pariah” status.  If this is the case, there 

may be a long-term underweighting of energy stocks going forward.  It may be that energy 

equity investors believe oil prices are too high and simply won’t “pay up” for equities to match 

current prices. 
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We are not sure which factor accounts for the underperformance but it does pose a problem for 

asset allocation.  Energy is only 2.6% of the growth index for the S&P 500 but 6.4% of the value 

index.  If an investor wanted to tilt his/her portfolio toward value due to concerns about a 

slowing economy but was worried that the underperformance of energy is a secular trend, the tilt 

to value might leave that investor with an excessive allocation to energy.  Our Asset Allocation 

Committee recently faced this problem.  To deal with this issue, we added a quality factor 

product to our Asset Allocation portfolios, which will still give us the defense posture without a 

large energy component.  This is one way to address the higher proportion of energy in the value 

index and create a more defensive posture in asset allocation.   

 

  

 
Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes 
only and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed 

may not be suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and 
financial circumstances.  Opinions expressed are current as of the date shown and are subject to change.   
 

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 


