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Investor sentiment shifts 
 
Recent market action shows that investors are turning more positive and less risk averse. This can be seen 
in the continued advance in U.S. equities during the past few weeks at the same time that the U.S. credit 
markets, especially the Treasury market, dropped. This seems to be a significant shift from the past two 
years, when investors favored the safety of bonds over the risk of stocks. It now looks like many investors 
are more willing to take risk and are shifting from bonds into stocks. This is a vote of confidence in U.S. 
economic prospects. However, investors still need to be selective. 
 

 
Please see page 3 of this report for Important Disclaimers 

Page 1 of 3 

In last week’s report we provided the executive 
summary of our 2011 Economic and Market 
Outlook which is titled Opportunities in Challenging 
Times. Throughout this report we discussed sectors 
within the equity markets, credit markets, 
currencies and commodities that are likely to 
present the best opportunities for investors to find 
favorable returns.  We are only looking for modest 
gains in the U.S. equity markets during the next 
year, and we expect 10-year Treasury note yield to 
increase slightly from the current level. If we are 
correct, investors will want to be in the best 
performing sectors in order to do better than the 
moderate returns of the market averages. 
 
Many investors who are looking more seriously at 
stocks may be asking several questions. First, is it 
too late to get into stocks after the big gains since 
the market hit bottom in March 2009? Second, if 
investors are turning more favorable on stocks, 
won’t all markets do better? Third, should 
investors holding big bond portfolios significantly 
reduce their positions because bond prices have 
dropped recently as yields increased?  
 
Our answer to all three questions is no. First, we 
do not believe it is too late to get into stocks, 
although it won’t be clear sailing going forward. 
Second, all markets are unlikely to do better even 
if investors are turning more positive. Our country 
still faces many challenges and some parts of the 
economy should perform better than others. 
Therefore, we are not looking for every sector to 
do well. Third, the drop in the bond market during 
the past few weeks is probably overdone, and 
selling into weakness now to reduce bond 
portfolios may not be the best strategy. There are 
likely to be better opportunities to scale back bond 

portfolios than at currently depressed prices, if an 
investor wants to take more risk in the year ahead. 
 
So let’s look at each of these questions more 
closely. First, we do not believe it is too late to get 
into stocks for investors willing to take more risk. 
During the past year, the resiliency of the stock 
market was tested several times. However, the 
market passed those tests. Investors now believe 
that the economy is likely to be stronger in the 
year ahead, thanks to increased corporate profits, 
the Fed’s second round of quantitative easing, the 
extension of the Bush era tax rates and the one-
year cut in Social Security payroll taxes. In 
addition, the price-to-earnings (P/E) ratio on the 
S&P 500 is still very reasonable and not too high 
as it often is when the stock market is overvalued. 
If the P/E ratio was very high, then it would be too 
risky to be getting into stocks at that point. 
Fortunately, we are not there yet. Nevertheless, 
investors wading back into the stock market now 
are not getting in early. The equity markets are up 
substantially from their lows, and gains going 
forward are likely to be modest compared to the 
big gains in the early stages of this rally. 
 
Looking more deeply at the second question, not 
every sector of the market is likely to do well, even 
if investors are putting more money into stocks. 
Many investors are likely to do what we are 
advising, seek out the best opportunities. If so, 
then we expect the cyclically sensitive sectors of 
the stock market, especially the industrials and 
materials sectors to outperform the defensive 
sectors. After all, industrials and materials are 
likely to do better as the economy expands in 
2011.  On the other side of the spectrum, the 
defensive consumer staples and the health care  
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sectors are not likely to attract as many investors, 
if investors are seeking higher returns in more 
cyclically sensitive sectors. 
 
Returning to the third question, we do not expect 
investors to dump bonds even though there has 
been a lot of talk about a bond bubble. To begin 
with, we expect inflation to increase only modestly 
in 2011. Bonds would still offer an attractive return 
over inflation if consumer prices increase at a 
2.0% rate as we anticipate. Moreover, we expect 
the Fed to keep short-term interest rates near 
zero. Consequently, many investors are likely to 
buy bonds, supporting the bond market, if yields 
increase relative to that near-zero-short-term 
interest rate. Finally, it is important to remember 
that the memories of the 2008 financial crisis have 
not faded completely. Many investors close to 
retirement cannot afford to watch their portfolio 

suffer like that again. Therefore, a lot of investors 
will still probably want to buy and hold bonds as 
long as these memories linger, and the economic 
outlook remains uncertain. 
 
So what should investors expect going forward? 
We believe that these are still challenging times. 
Our budget deficit and unemployment problems 
have not gone away. In addition, as we said in our 
outlook report, the United States is following the 
lead of stronger economic growth overseas, 
making us vulnerable to unexpected global events. 
Therefore, investors who want to take more risk by 
shifting from bonds into stocks should be patient 
and wait for the right opportunities. Markets will 
not move in only one direction. The stock market 
will be tested again. Investors are still likely to get 
an opportunity to buy stocks on pull backs and sell 
bonds on rallies, if they want to do so. 

 
 

 
 

Past performance is not an indication of future results.
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Investment and Insurance Products:   NOT FDIC Insured   NO Bank Guarantee   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.   
 
H.D. Vest Investment ServicesSM, Member SIPC, a non-bank subsidiary of Wells Fargo & Company, and an affiliate of Wells Fargo 
Advisors. 
 
©2010 Wells Fargo Advisors, LLC. All rights reserved.   
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Important Information, Risk Factors and Disclaimers: 
 
 Past performance is not a guarantee of future results. 
 An index is not managed and is unavailable for direct investment. 
 Diversification does not guarantee a profit or protect against loss. 
 Investing in fixed income securities involves certain risks such as market risk if sold prior to maturity 

and credit risk especially if investing in high yield bonds, which have lower ratings and are subject to 
greater volatility. All fixed income investments may be worth less than original cost upon redemption 
or maturity. Income from municipal securities is generally free from federal taxes and state taxes for 
residents of the issuing state. While the interest income is tax-free, capital gains, if any, will be 
subject to taxes. Income for some investors may be subject to the federal Alternative Minimum Tax 
(AMT). 

 Although Treasuries are considered free from credit risk they are subject to other types of risks.  
These risks include interest rate risk, which may cause the underlying value of the bond to fluctuate.   

 Bond prices fluctuate inversely to changes in interest-rates.  Therefore, a general rise in interest rates 
can result in the decline of the value of your investment.   

 
 
 
 
 


