
 
 

 
 
A Bumpy Ride for Investors 
May 25, 2010 
 
After a tumultuous week in the markets last week, investors remain shaken by market volatility that may continue as 
Europe’s debt crisis deepens. Although current markets may be oversold and ready for another bounce up, they may 
fall further in the near term. But odds favor at least a partial recovery of recent declines, particularly in Asia, where 
markets have already experienced a significant drop.  
 
Despite current market volatility, economic fundamentals remain strong: 

● The U.S. economy continues to recover. 
● U.S. corporate earnings continue to beat expectations. 
● Employment continues to improve. 
● Home sales are rising. 

 
We believe investors should position themselves for an upcoming reduction in market volatility, continued recovery in 
the U.S. economy, and a return to stability in the financial markets as economic fundamentals continue to improve. 
Although we don’t believe the current crisis in Europe will create a double-dip recession, we do believe it’s a strong 
headwind for European growth. 
 
Market Volatility, Credit Concerns Continue 
The Chicago Board of Options Exchange Volatility Index (VIX) climbed 28% to 40.10 last Thursday – a 157% 
increase since April 12 and its highest level since March 2009. The volatility was largely a result of Europe’s 
unresolved sovereign debt crisis and doubts about the health of the European banking industry. Since it will 
take time for individual European governments to agree to new fiscal rules, we anticipate that continued uncertainty 
will keep volatility high and the market at lower levels than normal.  
 
The Eurozone’s debt crisis has also had a negative impact on the credit markets, and as a result, banks are 
becoming less willing to lend to each other. On Monday, LIBOR (London interbank offered rate – the rate that banks 
pay for three-month loans) rose to 0.536% -- a 10-month high. On Tuesday, the TED spread (the difference between 
what banks pay to borrow from each other for three months and the interest rate for three-month Treasury bills) 
increased to 0.369% – the highest since July 2009. Still, these rates are still not that high on a relative historical 
basis. 
 
Volatility has also been caused by the U.S. financial reform bill. Passage of the Senate bill on Friday was 
welcomed by investors and sent the markets and financial stocks higher. The bill now heads to the House Financial 
Services Committee to be reconciled with the House bill. We believe that the final bill will be more market-friendly 
than the Senate version and that it will be supportive of further market gains and financial stock price gains. 
 
U.S. Equities Remain Attractive, but Not Without Risks 
Prospects for U.S. equities remain good. Our price target for the S&P 500 is 1250 for year-end. (The index closed at 
1073.65 on Monday, May 24, 2010). We’re keeping our price estimates restrained, though, due to the slowing 
Eurozone and the looming threat of higher U.S. taxes and the negative effects of a massive U.S. budget deficit. 
Sectors we currently like: 

● Financial sector – The financial reform bill is wrapping up and should be less onerous than feared. Many 
financials are selling at or below book value. Earnings power is significant at many of these firms, and credit 
quality is showing significant improvement.  
● Consumer discretionary sector – Consumer spending is stronger than expected and not fundamentally 
impacted by issues in Europe. Low inventory levels and cuts in capital expenditures have provided a lot of 
operating leverage as business improves. 

 



Growth Indicators Remain Strong in Emerging Markets 
International equity markets have been under intense pressure recently, but growth indicators remain strong in 
emerging markets, particularly Asia. 

● Emerging Markets – Continued global economic growth and falling commodity prices may make 
emerging markets more attractive as these countries reevaluate the need for economic tightening 
adjustments.  
● Eurozone – Although the European Unions’ rescue package for economically distressed countries should 
help European markets recover, we believe it’s still advisable to stay away from the debt-burdened countries 
of the Eurozone. 

 
Corporate, High-Yield, and Municipal Bonds Will be Less Impacted by Rising Interest Rates 
We expect moderate increases in interest rates during the next six to 12 months as the U.S. economy continues to 
recover. Treasury securities will be hurt most by the rising rates. Corporate, high-yield, and municipal bonds will be 
less impacted by the rising rates and may be good investment choices. Rising tax rates will no doubt make municipal 
bonds more attractive. Expect low- to mid-single-digit fixed-income returns during the next 12 to 18 months – similar 
to the 2004-2006 period. 
 
 
The unmanaged S&P 500 Index tracks the performance of 500 U.S. large company stocks. 
 
This information represents the opinion of FAF Advisors, Inc., and is not intended to be a forecast of future events, a guarantee 
of future results, or investment advice. It is not intended to provide specific advice or to be construed as an offering of securities 
or a recommendation to invest. The factual information has been obtained from sources believed to be reliable but is not 
guaranteed as to accuracy or completeness. Past performance does not guarantee future results. 
 
Past performance does not guarantee future results. 
 
Investors should carefully consider a fund’s investment objectives, risks, charges, and expenses before investing. 
The prospectus and, if available, the summary prospectus contain this and other information; call 800.677.FUND or 
visit FirstAmericanFunds.com for a copy. Please read carefully before investing.  
 
Mutual fund investing involves risk; principal loss is possible. 
 
Foreign investing, especially in emerging markets, entails additional risks, including currency fluctuations, political and 
economic instability, accounting changes, and foreign taxation. Securities may be less liquid and more volatile. 
  
Investments in debt securities typically decrease in value when interest rates rise. This risk is usually greater for 
longer-term debt securities. Lower-rated and nonrated securities present a greater risk of loss to principal and interest 
than higher-rated securities.  
 
Income from tax-exempt funds may be subject to state and local taxes, and a portion of income may be subject to 
federal income tax, including the alternative minimum tax (AMT). Capital gains distributions, if any, may be subject  
to tax. 
 
Neither First American Funds nor any of its representatives may provide tax or legal advice. Any tax information provided reflects 
our opinion and is not intended to be exhaustive. Investors should consult their tax advisor or legal counsel for advice and 
information concerning their particular situation. 
 
FAF Advisors, Inc., serves as investment advisor to First American Funds. First American Funds are distributed by Quasar 
Distributors, LLC, an affiliate of the investment advisor. 
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