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Looking ahead to another equity peak 
Our shorter-term indicators are starting to flash warning signals for equities again, although the 

resumption of high yield issuance could take markets a little higher in the very near-term. Contrary to the 

consensus, European equities are struggling to outperform the US but this is a common pattern historically 

when the cycle peaks. In Currencies, we stick with long AUD/JPY on growth (and interest rate) momentum 

grounds, even though this cross has been highly correlated with equity/bond relative returns in recent 

times. Finally, two changes to recommendations: closing long EUR/GBP 1-year implied volatility (while 

looking for entry levels for a more explicitly directional GBP position); opening long Corn (December 2008). 

 

European equity upside shrinking         

Our shorter-term indicators are suggesting that the equity market bounce is beginning to look a little stretched. Our 

“Greed and Fear” index (based on correlations between returns and historical volatility) recently entered “overbought” 

territory again, having signaled oversold conditions in mid-August. Meanwhile, there are the first signs of deteriorating 

breadth (advance/decline ratios struggling to keep up with index advances), though more clearly outside the key US 

market so far and nothing to compare with the scale of the divergence that emerged in June. With high yield bond 

issuance beginning to pick up again (see charts below), there is perhaps scope for equities to run a little higher near-

term - for now, we stick with our 4500 target for the long Eurostoxx (December futures) recommendation from mid-

August. However, we continue to hold a cautious longer-term view on equities and emphasize “relative value” style 

plays (large caps over small caps in the US and Growth over Value) that we’re likely to hold for some time unless we 

enter an environment characterized by both loose money and global boom. 

 

US domestic debt issuance (ytd, $bn): high yield 
starting to pick up again after eight week lull… 

 …while investment grade issuance has been 
strong in August/September. 
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Turning to regions, Europe continues to struggle to outperform the US, partly as the rise in EUR/USD acts to dampen 

European growth expectations. In local currency terms, MSCI Europe ex UK has underperformed MSCI US by about 5% 

since the peak of its relative performance in the first half of April. In common currency total return terms, the rise in 

EUR/USD just about offsets that. The relative performance of the two regions is illustrated in the left chart below. 

Historically, European markets have exhibited high “cyclicality”, tending to underperform during economic 

downswings (here represented by the IFO survey). With the consensus among equity investors showing a heavy bias in 

favour of Europe over the US, European markets seem vulnerable on a relative basis on a 6-12 month view. 

Of course, paying too much attention to historical patterns can be dangerous. The Japanese market was long viewed as 

the “global cyclical”, at least among developed markets, but performed miserably in the first half of the year (when 

global growth expectations were being revised up), weighed down by terrible performance in domestically-oriented 

sectors such as Financials and Retailers. Japanese banks have underperformed US banks by around 20% in local 

currency terms so far this year - quite an achievement. This week’s 7% bounce in the Topix Banks index is striking but 

we wouldn’t chase them higher at this stage (either in absolute or relative terms) without at the very least first seeing a 

steeper Japanese yield curve (right chart below).  

     

Europe/US relative equity returns & IFO  Japanese banks (versus Topix) & yield curve 
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Closing long EUR/GBP volatility recommendation, maintaining long AUD/JPY 

We were asked by a client this week whether it still made sense to maintain a long AUD/JPY position if our next asset 

allocation shift is likely to be a move back to an underweight in equities? To be sure, there has been a tight correlation 

between AUD/JPY on the one hand, and the ratio of equity to bond returns on the other, over the last five years. Very 

tight over the past year (see left chart below). But go back beyond five years (right chart below), and the relationship is 

not so fixed. Our view is that respective growth (and interest rate) momentum could keep AUD/JPY in an uptrend for a 

little longer, even as equity/bond returns peak out. Positioning is less of an obstacle to this view than it was, say, two 

months ago, particularly on the yen side. 

Elsewhere in Currencies, we close our long EUR/GBP 1-year implied volatility recommendation from September 11th 

after a bounce to the highest level since mid-2006. We are now inclined towards an explicitly directional view, looking 

to sell GBP into a bounce. As Charles Dumas noted earlier this week, the UK already has very low real personal income 

growth, an approaching housing affordability problem, the highest household debt/income level among major 
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economies and potentially the worst real income “hit” from the death of Goldilocks. Provisional targets for introducing 

a sell GBP recommendation: 103.2 on the BoE trade-weighted index (currently 102.0) and 0.6880 on EUR/GBP. 

 

AUD/JPY & US equity/bond returns: over 1 year  … and over past 10 years  
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Finally, in Commodities, we introduce a recommendation to buy Corn (December 2008). In the September monthly, we 

discussed the case for selling wheat versus corn. The shape of the wheat curve (steep backwardation) is still a 

discouragement to selling wheat but we go ahead with one side of the trade. Although global corn inventories are 

likely to end 2007 at a higher level in terms of bushels than at end-2006, as a percent of annual consumption they will 

stay close to 34-year lows. The extraordinary rise in wheat prices in recent months has two key effects for corn. First, it 

is already leading to very strong US exports (as a substitute for wheat in animal feed). Second, it is likely to lead to 

some switching of acreage from corn to wheat for next year, supporting corn prices in 2008.      

 

Prepared by Chris Turner 

 

Copies of this briefing in pdf format are available to our clients from our website www.lombardstreetresearch.com, 

where you will also find a fully searchable archive of all of our publications, supported by webcast and podcast 
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Disclaimer 

This report has been issued by Lombard Street Research. It should not be considered as an offer or solicitation of an offer to sell, 

buy, subscribe to or underwrite any securities or any derivative instrument or any other rights pertaining thereto (“financial 

instruments”) or as constituting advice as to the merits of selling, buying, subscribing for, underwriting or otherwise investing in any 

financial instruments. This report is intended to be viewed by clients of Lombard Street Research only. The contents of this report, 

either in whole or in part, shall not be reproduced, stored in a data retrieval system or transmitted in any form or by any means, 

electronic, mechanical, photocopying, recording or otherwise without written permission of Lombard Street Research.  

The information and opinions expressed in this report have been compiled from publicly available sources believed to be reliable, but 

are not intended to be treated as advice or relied upon as fact. Neither Lombard Street Research, nor any of its directors, employees 

or agents accepts liability for and, to the maximum extent permitted by applicable law, shall not be responsible for any loss or 

damage arising from the use of this report including as a result of decisions made or actions taken in reliance upon or in connection 

with the information contained in this report. Lombard Street Research does not warrant or represent that this report is accurate, 

complete or reliable and does not provide any assurance whatsoever in relation to the information contained in this report. Any 

opinions, forecasts or estimates herein constitute a judgement as at the date of this report based on the information available. There 

can be no assurance that future results or events will be consistent with any such opinions, forecasts or estimates. Past performance 

should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied is 

made regarding future performance. This information is subject to change without notice, its accuracy is not guaranteed, it may be 

incomplete or condensed and it may not contain all material information concerning the company and its subsidiaries. 

The value of any securities or financial instruments or types of securities or financial instruments mentioned in this report can fall as 

well as rise. Foreign currency denominated securities and financial instruments are subject to fluctuations in exchange rates that may 

have a positive or adverse effect on the value, price or income of such securities or financial instruments. Certain transactions, 

including those involving futures, options and other derivative instruments, can give rise to substantial risk and are not suitable for all 

investors. This report does not have regard to the specific instrument objectives, financial situation and the particular needs of a 

client. Clients should seek financial advice regarding the appropriateness of investing in any of the types of financial instrument or 

investment strategies discussed in this report. 

Lombard Street Research may have issued other reports that are inconsistent with, and reach different conclusions from, the 

information presented in this report. 


