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Volatility diminishes 
 
At the beginning of every year, it is natural to think about potential returns in the year ahead. However, 
given the volatility of the markets during the past few years, many investors are probably wondering about 
volatility too. The good news is stock market volatility appears to have declined since the financial crisis two 
years ago and could decrease even further if the economy continues to expand at a moderate rate in 2011 
as we expect. 
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During the past few months, many investors have 
turned a bit more positive on stocks and more 
cautious on bonds. This is a significant change 
from the past few years when risk-averse investors 
favored bonds over stocks. In fact, recent data 
show that investors are now putting more funds 
into stocks and less into bonds. 
 
We believe three factors are probably enticing 
investors to wade back into the stock market in 
recent months. First, the U.S. economy is slowly 
recovering from the deep recession of 2008 and 
early 2009. Second, during 2010, the stock 
market, as measured by the S&P 500, performed 
better than the intermediate-term government 
bond market. Third, stock market volatility appears 
to be declining as investors’ concerns about a 
repeat of the 2008 bear market decrease.  
 
Looking ahead, we expect the economy and 
corporate earnings to grow at a moderate rate in 
2011 as the economic recovery continues. We 
believe this environment would tend to favor 
stocks over bonds. The big question is whether the 
stock market will be more or less volatile in 2011 
than in 2010. History suggests that volatility could 
be lower as the economy continues to heal from 
the wounds suffered during the recession. 
 
This week’s chart looks at a history of expected 
stock market volatility as measured by the VIX 
volatility index. This index reflects the expected 
annualized percentage change in the S&P 500 over 
the next 30 days. Traders often refer to this 
measure as the “fear index” because it usually 
increases when investors are fearful and are 
bidding up the price of options to protect against 
potential swings in the market. The chart shows 
that expected volatility spiked up sharply during 
the financial crisis and recession in 2008 and also 

more recently in 2010 during the European debt 
crisis. Fortunately, volatility concerns have 
subsided since then, returning to a rate closer to 
its longer-term 21-year average of 20.4.  
 
Two factors seem to affect expected volatility the 
most – unanticipated events and the economic 
cycle. Unexpected shocks can affect the economy 
and investor sentiment at any time. However, the 
impact of unexpected events appears to vary with 
the state of the economy, increasing when the 
economy is weak and decreasing when the 
economy is strong and resilient. It is impossible to 
know when unexpected events may shock the 
economy and increase market volatility. Therefore, 
volatility can increase at any time. But when the 
economy is healthy, the impact of unexpected 
events seems to be less than it would be if the 
economy was weak and suffering from other 
problems at the same time. That is probably why 
concerns about volatility diminish as the economic 
expansion matures.  
 
History can give us some clues about potential 
volatility risks. Of course, past performance does 
not guarantee future results. The chart shows that 
expected volatility has historically increased when 
the economy is in recession and has tended to 
subside during an economic expansion.  For 
example, volatility increased in the years around 
the 1990-1991 recession and then again in the 
years just before and after the 2001 recession.  
However, volatility subsided and stabilized at a low 
level in the mid 1990s and again in the mid 2000s 
as the economy strengthened and overcame the 
problems that caused the recessions. This trend 
toward lower volatility after a recession may be 
why many investors often return to stocks when 
they are less fearful and more comfortable taking 
risk again. 
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Last year’s European sovereign debt crisis caused 
expected stock market volatility to increase but not 
as much as it did during the 2008 financial crisis. 
In other words, the market was tested by the 
European debt crisis and passed the test. The 
spike in expected volatility last year was more like 
an aftershock, following the financial crisis rather 
than the actual quake itself.  
 
Looking ahead, normal probability suggests that 
the economy is likely to experience several 
unexpected events in 2011, and investors should 
expect the stock market to be somewhat volatile. 
However, since the economic recovery has been 
underway for a year and a half, the economy has 
likely grown healthier and potentially more resilient 
to shocks than it was during the recession.  
Therefore, the market may not be as volatile as it 
has been during the past few years.  
 

In summary, investors who are turning more 
positive on stocks and more defensive on bonds 
should remember that equities are historically 
more volatile than bonds. However, expected stock 
market volatility appears to be subsiding from the 
extremely high rate experienced during the 
recession.  Last week, the stock market was very 
quiet because of light holiday trading. Volatility is 
likely to increase this month as trading activity 
returns to more normal levels. Also, the economy 
and the markets are likely to experience additional 
aftershocks and spikes in volatility this year 
because of many lingering problems from the 
recession. Nevertheless, we remain long-term 
positive on the economy and the market and 
expect modest equity market returns in 2011.  
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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. 
 
©2011 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. 
 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. While stocks generally have a 
greater potential return than government bonds and treasury bills, they involve a higher degree of 
risk.  Government bonds and treasury bills, unlike stocks, are guaranteed as to payment of principal 
and interest by the U.S. Government if held to maturity 

 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 the original cost upon 
redemption or maturity.  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.   

 Investing in foreign securities presents certain unique risks not associated with domestic investments, 
such as currency fluctuation and political and economic changes.  This may result in greater price 
volatility. 

 Wells Fargo Advisors is one broker/dealer affiliate 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. 

 
 
 
 
 


