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Risk aversion diminishes, but market volatility is likely to persist

The U.S. stock market advanced further last week as investor sentiment improved and risk aversion
decreased. As a result, some market indexes are now near the highs of early last year. The U.S equity
market has come a long way in the past three and a half months, thanks to good news on the U.S.
economy and less bad news on the European debt crisis. However, the stock market is vulnerable to a
pullback because profit-taking is likely to follow the big gains since the early October lows.

Five months ago, it was hard for many investors to
imagine that the stock market would be where it is
today. Investor sentiment was very low in August
after a confluence of negative events, including the
U.S. debt downgrade and the escalating European
debt crisis, which caused investors to worry that
the U.S. economy was going into a double-dip
recession. Fortunately, those worst fears did not
materialize. Instead, the U.S. economy has proven

to be more resilient than many expected last
summer.

Looking back, the remarkable reversal in the stock
market in October was an important sign that
investor sentiment was starting to improve. In
November, the stock market pulled back and
successfully retested the early October lows, then
moved higher again. In December, the stock
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market broke above its downtrend in another sign
that investors were looking at events more
favorably. Finally, during the first few weeks of
January, the character of the stock market started
to improve with the economically-sensitive sectors
outperforming the defensive sectors. This market
action indicates that investor sentiment was slowly
improving during the past few months and
investors were more willing to take risk again.
During the transition from negative sentiment to
positive sentiment, the stock market can be very
volatile as we have seen recently. Equally
important, volatility is likely to persist because the
economic news is still mixed.

It is encouraging to see the markets respond
favorably to recent economic news. The gains in
the stock market, despite continuing negative
news out of Europe and to a lesser extent Asia,
means that investors may be thinking that
something good will follow all the recent bad news.
So what are some other signs to look for over the
next few months that would demonstrate that
investors are turning more positive and less risk
averse?

First, we look for stocks to perform better than
bonds this year. Last year, U.S. government bonds
outperformed stocks as investors sought perceived
safety. The increased demand for government
bonds in 2011 pushed bond prices higher, putting
a risk —aversion premium in bond prices. If we are
correct and investors are more willing to take risk
this year, then this premium in the government
bond market is likely to decrease. The erosion of
the risk-aversion premium in the government bond
market could depress U.S. government bond prices
and increase bond yields in the months ahead.

Second, if we are correct and investors are more
willing to take on more risk this year, then the U.S.
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government yield curve could widen in 2012 as
long-term interest rates increase relative to short-
term interest rates. Last year’s preference for
perceived safety over risk also caused the U.S.
government security-yield curve to narrow as long-
term interest rates declined relative to short-term
interest rates.

If the demand for perceived safe-haven
investments diminishes this year and investors are
willing to take more risk, then we believe investors
should use pull backs in the stock market as
buying opportunities. Last year, when investors
were increasingly risk averse, investors sold stocks
on rallies. This year, if investors are more willing to
take risk, investors are more likely to buy stocks
on weakness.

Finally, President Obama will deliver his State of
the Union address this week, and the Federal
Reserve will hold its first policymaking committee
meeting of the New Year. Investors will be
watching for signs that policymakers are
committed to boosting economic growth this year.

In summary, the U.S. economy is more resilient
than a lot of investors expected this past summer
when many people feared that the economy was
going back into recession. Recent market action
suggests that investors are more willing to take
risk again because U.S. economic news has been
relatively good, and the news out of Europe has
not been quite as bad as it was several months
ago. The stock market is vulnerable to profit-
taking after the big price gains over the past three
and a half months. The U.S. economy still faces
many problems. Global economic growth has
slowed down and the European debt problems are
not yet resolved. However, we believe the stock
market has further upside potential if investors are
more willing to take risk this year after weathering
many problems this past year.
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Important Disclaimers:

e Past performance is not a guarantee of future results.

e Stocks offer long-term growth potential, but may fluctuate more and provide less current income
than other investments. An investment in the stock market should be made with an understanding of
the risks associated with common stocks, including market fluctuations. Dividends are not guaranteed

and are subject to change or elimination.

Wells Fargo Advisors is a trade name for certain broker/dealer affiliates of Wells Fargo & Company; other
broker/dealer affiliates of Wells Fargo & Company may have differing opinions than those expressed in
this report. Contact your Financial Advisor if you would like copies of additional reports.

Investment and Insurance Products: »NOT FDIC Insured »NO Bank Guarantee P»MAY Lose Value

Information provided in this report is for educational and illustrative purposes only and should not be construed as individualized
investment advice. 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. The Standard & Poor’s indexes are unmanaged, weighted
indexes of stocks providing a broad indicator of price movement. Individual investors cannot directly purchase an index.

Wells Fargo Advisors is the trade name used by two separate registered broker-dealers: Wells Fargo Advisors, LLC, and Wells Fargo
Advisors Financial Network, LLC, Members SIPC, non-bank affiliates of Wells Fargo & Company. First Clearing, LLC Member SIPC is a
registered broker dealer and non-bank affiliate of Wells Fargo & Company.
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