Reply to Reviewer 2’s Comments

I thank the referee for excellent comments.  I have worked hard to respond to these.  I discuss how I have done this below.  Revisions in response to the comments are marked in red in the revised text.   

	Before turning to the reviewer’s specific comments let me start by saying I appreciate the referee’s concern for high quality work if it is going to be used to make policy recommendations.  As one step in this direction I have updated all of the estimation in the paper to include the most recent data available.
  
1.  Reviewer 2’s Comment 1:  The referee recommends organizing the literature review thematically or based on the findings or theoretical underpinnings.  

(My reply):  I apologize for the problems with the literature review.  I have now sought to make Section 1 easier for readers to follow.  One way I have done this is by adding sub-headings.  I have also added text.  I want to give the reader sufficient detail about previous articles to clarify what previous researchers have done.  It is hard to give specific details about a paper in less than a paragraph.  For this reason, for many references I still devote one paragraph to each paper. 


2.  Reviewer 2’s Comment 2:  The referee notes that there is not sufficient econometric evidence to conclude that an increase in oil prices increases Malaysian stock returns. He or she asks what the theory is behind this conclusion.   He or she asks about whether I controlled for extra liquidity during the COVID crisis and provides suggestion for how to present the vector autoregression (VAR) in Section 2.    

(My reply):  The referee is correct that we need strong evidence before we can conclude that oil price increases raise Malaysian stock returns.  Let us first think about causality.  In theory, an increase in oil prices transfers wealth from oil importers to oil exporters (see, e.g., Golub, 1983). Since stocks represent claims on the nation’s capital stock, they are one of the primary variables measuring a country’s net wealth.  For this reason, one would expect oil price increases to increase stock prices in oil exporting nations and to reduce stock prices in oil importing nations (see, e.g., IMF 2014).  I discuss this on lines 142-146 of the revised draft.  In addition, since oil prices are determined in global markets, the paper assumes that causality flows from world oil prices to Malaysian stock returns and that any causality flowing in the other direction is second order.  

I have also tried to bring more econometric evidence to bear of the question of whether and why oil price increases raise Malaysian stock prices.  Hamilton (2014) and Bernanke (2016) presented a method to divide oil price changes into the portion driven by global aggregate demand and the portion driven by oil supply.  I now also use their approach.  I discuss their methodology in lines 147-154 and lines 211-219.  I now present the results in line 323.  The results indicate that there is a strong and highly statistically significant relationship between oil price increases driven by global demand factors and increases in Malaysian stock prices.  There is also a relationship, although not as strong, between oil price increases driven by supply factors and Malaysian stock prices.

For the VAR, I have now replaced equations (1)-(3) with one equation in standard matrix form.  This equation is in lines 233-236.  I do report the response of Malaysian stock returns to impulses to oil prices in lines 339-353.  Since Hamilton (2014), Bernanke (2016), Thorbecke (2019), and others focus on the contemporaneous relationship between oil prices and stock returns, I report the effect of oil price changes in the same period.  I do not only focus on this to be consistent with the existing literature, but also because finance theory indicates that investors should quickly capitalize the implication of news into stock prices.              
        
So the revised draft contains three separate sources of evidence that oil price increases raise Malaysian stock returns.  One is from the results presented on line 305.  The second is from the Hamilton-Bernanke decomposition presented on line 323.  The third is using Kilian’s approach presented in lines 339-353.  These findings present robust evidence that oil prices matter and why they matter for Malaysian stock returns.  The first two pieces of evidence use data extending to December 2019 and the third to April 2020, so the liquidity infusion during the COVID period should not affect the results.


3.  Reviewer 2’s Comment 3:    The referee observes that there is an omitted variable bias.  He or she says that an alternative solution is to gather macroeconomic variables, derive principal components, and include them in the regression in addition to the variables of interest.

(My reply):  This is an excellent suggestion.  I have now found 17 macroeconomic series for Malaysia in the CEIC database that are available over the whole sample period.  I now include the first principal component of these series in the regressions. 


4.  Reviewer 2’s Comment 4:  The referee says that Figure 1 should be supplemented with some measure of forecast errors to gain further insight. 

(My reply):  This is another excellent comment. Now in Table 2 beginning on line 421 I report the root mean squared error (RMSE) for the forecasts obtained using the macroeconomic model.  I compare these to forecasts made using an ARIMA model. In all but three cases the RMSE is lower for the model forecasted using macroeconomic variables than for the model forecasted using ARIMA methods. This indicates that the model used to forecast stock returns in Figure 1 outperforms the benchmark ARIMA forecasts in the vast majority of cases.  I discuss this on lines 399-405. 


5.  Reviewer 2’s Comment 5:  The referee notes that macroeconomic variables are poor predictors of stock returns.  He or she says that further tests should be performed before making recommendations. 

(My reply):  The referee is right that macroeconomic variables are not good predictors. They are however, consistent with theory (see lines 41-47).  The average adjusted R-squared of 0.352 reported in Table 1 is also good for empirical work explaining stock return data.  To provide another source of comparison, I now include in Figure 1 a horizontal line indicating the value of stock prices in February 2020.  The conclusions obtained using forecasted returns are similar to the conclusions obtained from comparing performance in November 2023 with performance before the COVID-19 pandemic.

I thank the referee again for outstanding comments. I have tried to take these into account in the revised draft.
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