28

Oil and equity index return
predictability: The importance of
dissecting oil price changes
As the modern global economy heavily depends on oil,
the price of oil is widely thought to aﬀect global real economic
activity and consequently the global equity market. The
impact of oil price fluctuations on equity markets has been
of great interest to finance academics and practitioners alike.
In recent research (co-authored with Georgios Skoulakis at
University of British Columbia and Jinming Xue at University
of Maryland), we study the impact of oil price fluctuations on
international equity returns.

key observation is that oil price changes are driven by various
supply and demand shocks that fundamentally play diﬀerent
roles. Using the structural VAR approach and real-time available
information, we obtain an oil price change decomposition into
an oil supply shock, a global demand shock, and an oil-specific
demand shock.
We illustrate the ability of these three shocks to predict G7
MSCI index returns, denominated in both local currency and
US dollars. In particular, the conjecture that
oil supply shocks and oil-specific demand
shocks (global demand shocks) predict
equity returns with a negative (positive)
slope is supported by the empirical evidence
over the 1986-2015 period. Moreover,
we detect no structural breaks in the
predictive relationship between the three
aforementioned shocks and G7 country
MSCI equity index returns.

“WE ARGUE THAT
INFORMATION
CONTAINED IN OIL PRICE
CHANGES IS USEFUL
ONCE IT IS SUITABLY
COMPLEMENTED WITH
RELEVANT INFORMATION
ABOUT OIL SUPPLY AND
GLOBAL ECONOMIC
ACTIVITY.”

An oil price drop has been considered in
the past to be good news as it lowers the
cost of production in a significant number
of sectors and allows consumers to boost
their consumption. Accordingly, one
could conjecture that negative (positive)
oil price changes should predict higher
(lower) subsequent equity returns. Prior
studies document that this is indeed the
case for a large number of MSCI equity
indexes based on data until the mid-2000s.
However, this predictive relationship has
dramatically changed over the last ten
years. We demonstrate that the ability of
oil price change to forecast future equity
returns has diminished over the sample
period extending to 2015. Furthermore,
using the formal structural break tests,
we detect a structural break in the predictive relationship in
the third quarter of 2008 for most of the G7 country MSCI
index returns. This structural change is striking and begs an
explanation.
We argue that information contained in oil price changes
is useful once it is suitably complemented with relevant
information about oil supply and global economic activity. The

We also demonstrate the advantage of
using the oil price decomposition instead of
just the oil price change, in economic terms,
by the substantial and statistically significant
improvements in the performance of
simple mean-variance trading strategies.
Specifically, for the case of the MSCI World
index, the certainty equivalent return and
Sharpe ratio increase from 3.88% to 7.90%
and from 0.30 to 0.56, respectively, with the diﬀerences
being statistically significant. Last, these results survive in the
presence of traditional macroeconomic predictors for the
case of the US and, in general, do not appear to be consistent
with time-varying risk premia.
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Overall, we oﬀer an explanation for the
dramatic reduction in the predictive ability
of oil price changes over the last ten years
and emphasize the importance of dissecting
oil price changes. Our research may be of
interest to market participants who wish to
use the real-time information embedded in
oil price changes and captured by the three
aforementioned shocks in order to predict
subsequent equity index returns.

TESTIMONIAL

As a recipient of the CSIRF Ph.D. Scholarship, I am motivated to conduct original research on
studying the impact of oil price fluctuations on inflation and asset returns, which is very relevant
to the energy sector, monetary policy, and financial markets in Canada. In addition, the CSIRF
scholarship allowed me to focus my time on research and the job market, without spending too
much time on teaching and research assistance in the last year of my Ph.D. program. I am very
grateful to CSIRF for the generous support.
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