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Top 10 Surprises for ‘12

Each January, we publish our Top Surprises for the New Year, which we define as macroeconomic 
and capital markets-wide events which have a reasonable chance of occurring, yet which are not 
priced into the markets efficiently.  Keep in mind that these events are not absolute forecasts per 
se, but rather possibilities that, in our view, present trading opportunities based on a “grey swan” 
philosophy (these events aren’t nearly unlikely enough as to qualify as a black swan).   

For 2011, five of our eleven surprises came to pass, including our high- bet on home price declines 
triggering further mortgage defaults, our moderate-probability surprise of further Fed policy expan-
sion, and, most significantly, our moderate-probability concern that a Greece re-bailout leading to 
troubles in the Eurozone.  On this last count, it seems that one of our top surprises of the prior year 
has become a market-dominating event, though the fact that Greece’s challenges fed through into 
Italian distress means the surprise went deeper than we anticipated.  

Looking to the coming year, we believe that market performance will be increasingly contingent on 
policymakers’ response to global economic and liquidity phenomena, which in turn makes more of 
our surprises dependent on policy actions, which tend to be binary (e.g., either the ECB buys sover-
eign debt or it dosen’t).  Key highlights of the list include a still-substantial risk of US recession from 
a credit pullback, concerns about Congress’ efforts to blunt the Budget Control Act and the effect 
on the US’ ratings, and a possible optimistic surprise out of China, whose policymakers may have 
actually gotten it right on the whole soft landing thing.  

High Impact Surprises

1.	 Greece issues a credible threat on and makes preparations for exiting the Euro currency, though 
the country does not yet execute on the threat.  The Euro continues to fall and sovereign credit 
spreads blow out 100bps further versus German bunds.

�� Moderate probability, high impact 
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In Oct, Bank Repatriation Slowed the Euro Decline, But Downard Trend Remains

$1.25

$1.30

$1.35

$1.40

$1.45

$1.50

4.0%

4.5%

5.0%

5.5%

6.0%

6.5%

7.0%

7.5%

8.0%

Jun-11 Jul-11 Aug-11 Sep-11 Oct-11 Nov-11 Dec-11

Italian 10yr Yield (Left Axis)

Euro (Right Axis)

Source: Janney Fixed Income Strategy



j a n n e y f i x e d i n c o m e st  r a t e g y
Ja n u a r y 3 ,  2012

JANNEY MONTGOMERY SCOTT

www.janney.com

© 2012 Janney Montgomery Scott LLC

Member: NYSE, FINRA, SIPC

TOP 10 SURPRISES  •  PAGE 2

CONTENTS

US MACRO SURPRISES

GLOBAL SURPRISES

CREDIT SURPRISES

COMMODITY SURPRISES

INFORMATION & DISCLAIMERS

A great deal of the 2012 
landscape will depend on 
policymakers’ ability and 
willingness to respond 
to market and economic 
stresses.

2.	 Several EU member nations reject proposed treaty changes requiring greater fiscal coordination, 
thereby reducing value of those provisions and failing to solve root of sovereign credit problems.

�� Moderate probability, high impact

3.	 Faced with a Greek exit and/or inaction from fiscal powers, the ECB agrees (is forced?) to pur-
chase EU peripheral sovereign debt aggressively, reversing the spread blowout and, ironically, 
supporting the value of the Euro.

�� Moderate probability, high impact

4.	 Congress waters down the Budget Control Act, casting doubt on the US’ willingness to achieve 
deficit reduction, and causing real yields to rise in 7yr and beyond maturities.  Moody’s and Fitch 
downgrade the US to Aa1/AA+, S&P warns about a downgrade to AA.

�� Moderate probability, high impact

5.	 Domestic non-financial corporate profitability growth slows markedly along with business 
spending, thereby compressing margins, and stimulating a major pickup in M&A activity to $1.5 
trillion domestically from $1.0 trillion in 2011.

�� Moderate probability, high impact

6.	 A further flare up in tension between Israel and Iran including limited military action results in 
a sharp spike in energy prices, with crude briefly clearing 2008 highs.

�� Moderate probability, high impact

Moderate Impact Surprises

7.	 A European-driven credit pullback makes access to credit tougher and further weakens senti-
ment, causing the US economy to fall into recession, albeit a relatively shallow one.

�� Moderate probability, moderate impact

8.	 High yield US corporate default rates tick higher from 1.7% in 2011 to 3-4% range for 2012 
as global liquidity stress creates challenges in refinancing debt maturities.  Still, defaults are the 
exception not the rule, and the high yield markets outperform.

�� Moderate probability, moderate impact
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Although high yield de-
faults have a chance of 
ticking higher in 2012,  
the markets are over- 
pricing default risk.

High Probability Surprises

9.	 The Fed launches QE3 by midyear, causing the yield curve to initially steepen on higher inflation 
expectations, followed by a flattening reversion, and causing MBS spreads to tighten.

�� High probability, low impact

10.	 China’s economy slows far less than feared (executing the so-called “soft landing”), as policy-
makers have efficiently tamed inflation risk in the country, though nervousness about property 
bubbles keeps external investments in China constrained.

�� High probability, low impact

Conclusion

As our list of 2012 surprises suggests, the predominant risks to the outlook remain not only policy-
oriented, but also Euro-centric.  So long as the European community over-promises and under-
delivers, it’s bound to be a challenging period for capital markets performance, with volatility, both 
upside and downside, an unavoidable feature of the landscape.  The good news is that the necessary 
structures for Europe to support liquidity do exist.  The bad news is that it might take a deepening 
of problems before policymakers are willing to activate those structures.

High Yield Markets Pricing In Higher Default Rate than Even our “Surprise” Level
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Analyst Certification

I, Guy LeBas, the Primarily Responsible Analyst for this report, hereby certifiy that all of the views expressed in this report accurately reflect 
my personal views about any and all of the subject sectors, industries, securities, and issuers. No part of my compensation was, is, or will 
be, directly or indirectly, related to the specific recommendations or views expressed in this research report. 

Definition of Outlooks

Positive: Janney FIS believes there are apparent factors which point towards improving issuer or sector credit quality which may result in 
potential credit ratings upgrades

Stable: Janney FIS believes there are factors which point towards stable issuer or sector credit quality which are unlikely to result in either 
potential credit ratings upgrades or downgrades.

Cautious: Janney FIS believes there are factors which introduce the potential for declines in issuer or sector credit quality that may result 
in potential credit ratings downgrades.

Negative: Janney FIS believes there are factors which point towards weakening in issuer credit quality that will likely result in credit ratings 
downgrades.

Definition of Ratings

Overweight: Janney FIS expects the target asset class or sector to outperform the comparable benchmark (below) in its asset class in terms 
of total return

Marketweight: Janney FIS expects the target asset class or sector to perform in line with the comparable benchmark (below) in its asset 
class in terms of total return

Underweight: Janney FIS expects the target asset class or sector to underperform the comparable benchmark (below) in its asset class in 
terms of total return

Benchmarks

Asset Classes: Janney FIS ratings for domestic fixed income asset classes including Treasuries, Agencies, Mortgages, Investment Grade 
Credit, High Yield Credit, and Municipals employ the “Barclay’s U.S. Aggregate Bond Market Index” as a benchmark.

Treasuries: Janney FIS ratings employ the “Barclay’s U.S. Treasury Index” as a benchmark.

Agencies: Janney FIS ratings employ the “Barclay’s U.S. Agency Index” as a benchmark.

Mortgages: Janney FIS ratings employ the “Barclay’s U.S. MBS Index” as a benchmark.

Investment Grade Credit: Janney FIS ratings employ the “Barclay’s U.S. Credit Index” as a benchmark.

High Yield Credit: Janney FIS ratings for employ “Barclay’s U.S. Corporate High Yield Index” as a benchmark.

Municipals: Janney FIS ratings employ the “Barclay’s Municipal Bond Index” as a benchmark.

Disclaimer

Janney or its affiliates may from time to time have a proprietary position in the various debt obligations of 
the issuers mentioned in this publication.

Unless otherwise noted, market data is from Bloomberg, Barclays, and Janney Fixed Income Strategy & Research (Janney FIS).

This report is the intellectual property of Janney Montgomery Scott LLC (Janney) and may not be reproduced, distributed, or published by 
any person for any purpose without Janney’s express prior written consent.

This report has been prepared by Janney and is to be used for informational purposes only.  In no event should it be construed as a 
solicitation or offer to purchase or sell a security.  The information presented herein is taken from sources believed to be reliable, but is not 
guaranteed by Janney as to accuracy or completeness.  Any issue named or rates mentioned are used for illustrative purposes only, and 
may not represent the specific features or securities available at a given time.  Preliminary Official Statements, Final Official Statements, 
or Prospectuses for any new issues mentioned herein are available upon request.  The value of and income from investments may vary 
because of changes in interest rates, foreign exchange rates, securities prices, market indexes, as well as operational or financial conditions 
of issuers or other factors.  Past performance is not necessarily a guide to future performance. Estimates of future performance are based 
on assumptions that may not be realized.  We have no obligation to tell you when opinions or information contained in Janney FIS 
publications change.  

Janney Fixed Income Strategy does not provide individually tailored investment advice and this document has been prepared without 
regard to the circumstances and objectives of those who receive it.  The appropriateness of an investment or strategy will depend on an 
investor’s circumstances and objectives.  For investment advice specific to your individual situation, or for additional information on this or 
other topics, please contact your Janney Financial Consultant and/or your tax or legal advisor.


