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Q: Your fund titles indicate that the universe of consumer-focused companies can be broken
out into multiple sectors, correct?

Q: Are there any companies that span both consumer staples and discretionary camps?

Q: How does American spending behavior influence each sector?
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As a new year and a new decade gets under
way, there are some hopeful signs that certain
parts of the U.S. economy are in the beginning
stages of recovery.

For example, economic indicators—including
U.S. gross domestic product (GDP), the Institute
for Supply Management’s Index of

Manufacturing Activity,1 and the University of

Michigan’s Consumer Sentiment Index2—have
rebounded over the past several months.
Additionally, the national unemployment rate
improved to 10% as of December 18, 2009, as
joblessness fell in 36 states and the District of

Columbia.3

But, despite improvements in various pockets of
the economy, the role that the American
consumer can play in a recovery is still a topic of
debate among many investment professionals.
This is because the U.S. consumer accounts for
nearly 70% of the gross domestic product

(GDP).4 And, after embarking on a debt-fueled spending spree that severely impaired their bottom line, typical
consumers now appear to be more focused on saving and paying down that debt in the coming years. Many market
watchers question the consumer’s ability and willingness to return to prior levels of spending.

Given this backdrop, we sat down with two consumer-industry veterans—Robert Lee, portfolio manager of Fidelity
Select Consumer Staples Portfolio (FDFAX), and John Harris, portfolio manager of Fidelity Select Consumer
Discretionary Portfolio (FSCPX) — to discuss the key drivers of their respective sectors, gauge their thoughts about the
current state of today’s consumer, and preview what may lie ahead for the sector in 2010.

Lee: Correct. We look at the consumer market as being part of two distinct sectors: consumer staples and consumer
discretionary. Think of consumer staples as low-priced necessities like food and beverages.

Harris: As its name implies, consumer discretionary reflects those items that consumers want rather than need.
Companies in this sector may range from retailers to hotels to casinos to cable-service providers.

Lee: Hypermarkets and super centers are examples of companies that sell discretionary and staple products. The most
widely known company in that category is Wal-Mart, which sells everything from shampoo to flat screen TVs.

Harris: The amount of consumer spending directed toward discretionary items is a function of both the current levels of
consumers’ disposable income and their confidence about the future. U.S. consumer spending is high compared to
other developed countries and has been an overall tailwind for companies in both sectors. In today’s economic
environment, there’s a lot of uncertainty regarding how much of a recovery we will get pertaining to the consumer’s
willingness to spend on discretionary items.

Lee: The consumer staples sector consists of companies that sell relatively low-priced items that consumers use
frequently in their day-to-day lives. The spending habits of American shoppers tend not to vary much with respect to
these types of products. So, my sector tends not to be significantly impacted by changes in the spending behavior of
American consumers. In some instances, consumers will trade down into private label goods to save money and will
stop buying the branded products, but they are going to spend roughly the same amount on cereal and toothpaste,
regardless of whether the economy is rising or falling. In other parts of the world where consumer income levels are
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Q: Given the current state of the economy, what other factors could be key contributors to a
company’s success in these sectors?

Q: How is government policy influencing your management decisions?

lower, these same products can be more sensitive to changes in the economy. For consumers in Brazil or Vietnam, a
can of Coca-Cola or a tube of Colgate toothpaste is considered more of a luxury item, so their purchases will rise and
fall depending on whether those economies are growing or not. But in developed economies like the U.S. and western
Europe, the demand for these items is relatively insensitive to economic growth.

Lee: I’ve looked for strong brands and infrastructure in parts of the world where consumer spending was anticipated to
grow. Nestle, one of the holdings in my fund as of November 30, 2009, does business in emerging market nations,
where the consumer’s desire and ability to buy food and agricultural products has increased. In addition, Nestle has
benefited from consumers’ tendencies to "trade up" to products with a higher perceived value, such as the company’s
line of nutritionally-fortified baby formulas. Why? Even in a tough economic climate, once they’ve begun using a quality
formula, many parents may hesitate to go back to a less expensive brand. This is likely tied to the parents’ emotional
desire to do what’s best for their children. Most people don’t have that same emotional motivation when purchasing
products with a lower perceived value. Think about shredded cheese, for example. Consumers may trade up to
premium cheeses during an economic boom, but during lean years, they’re more likely to go back to a less expensive
brand.

Harris: Within the consumer discretionary sector, I’ve looked for quality companies with sustainable growth prospects
that have the ability to provide differentiated service at a low cost every day in convenient locations. I've shunned early-
cycle, low-quality businesses that investors have bid up due to their perception of potential improvements in future
profitability. Consumers are increasingly value conscious, even at the high end. Costco, one of the holdings in my fund
as of November 30, 2009, is an example of a company that has used scale and its membership model to offer a well-
executed value proposition. In addition, I’ve looked at companies tied to housing. Lowe’s, one of the holdings in my
fund as of November 30, 2009, has exhibited competitive advantages of scale and culture, and has historically
benefitted from recoveries in housing turnover.

Lee: Not significantly. I attempt to own businesses whose future successes are not dependent on the government’s
monetary or fiscal policies. I want to invest in strong companies that can grow their earnings regardless of whether the
government runs a big or small deficit, or whether the Federal Reserve raises or lowers interest rates. I’m not smart
enough to predict all of those things.

Harris: Discretionary names are largely domestic-facing businesses that tend to perform well during the early stages of
an economic recovery cycle. The U.S. government’s aggressive fiscal support and the Federal Reserve’s swift
monetary response helped to prop up the economy and cyclical sectors such as the consumer discretionary sector. As
stimulative policies taper off, I think we’ll see a return to an environment where bottom-up fundamentals play a larger
role in the performance of consumer discretionary stocks. In the current environment, I’m looking at companies that
offer sustainable competitive advantages, opportunities to reinvest profits at attractive returns, and grow share in what
is likely to be a more competitive environment.
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Q: Could improved credit availability spark consumer activity?

Q: What are your expectations for the consumer markets in the year ahead?

Q: That’s an interesting point. So, are you saying a continued economic recovery doesn’t
necessarily mean that discretionary will outperform the S&P 500® Index, while staples will lag?

Lee: I expect that U.S. consumers will not be embracing debt over the next several years the way they did in the
decades prior to this most recent recession. Consumers have just gone through a big scare to their balance sheets
and, as a side effect, I think they will be saving more and borrowing less. But the typical consumer staples company will
not be directly impacted in either scenario.

Harris: We’re already seeing signs that banks are offering more credit to consumers but that consumers are not taking
it. Until  consumers start feeling better about the value of their biggest asset—their homes—as well as their employment
status, we’re not going to see a significant change in the level of consumption. 

Harris: The strong performance relative to the S&P 500® Index in 2009 indicates some recovery is getting priced into
the discretionary sector. Spending on discretionary items is likely to grow modestly in 2010. While housing and
employment are showing signs of a bottom, it is unlikely that consumer spending will fully recover to prior levels given
the need to improve most household balance sheets. While the cyclical bounce in discretionary stocks may have some
more to go, I expect 2010 performance to be driven more by identifying individual stock opportunities than a sector-wide
call. Companies serving higher-income consumers may have an edge, as their core customer has been helped
relatively more by the rebound in financial asset prices, and hurt relatively less by pressure on home prices and
employment.

Lee: First, let me say there is a misconception among some investors that you only want to own staples stocks when
the broad market is declining and then sell them when the market is rising. Over the past several decades, consumer-
staple stocks have kept up with the broad stock market when the economy is in a growth phase and then outperformed
when the economy is in a recessionary phase. I’m unexcited about the outlook for U.S. consumer spending over the
next several years. The outlook isn’t as bad as we thought a few months ago, but I doubt we are going back to the days
when U.S. consumer spending consistently grew faster than the rest of the economy. Consumer after-tax incomes are
going to grow more slowly as weak domestic business investment drives slower productivity gains, and as the
government dials back its use of deficits to prop up consumer incomes. It’s likely that consumers will save more of any
income gains they experience as they rebuild the nest eggs they will need for retirement. So, I’ll continue to look for
good valuations for strong businesses where earnings growth is not reliant upon strong spending growth from U.S.
consumers

Lee: It’s certainly possible for both sectors to outperform during the same stage of an economic recovery. Of course,
certain market environments are more conducive to staples, and others tend to favor discretionary stocks. However,
history has shown that the stocks in these two sectors have tended to move in the same direction (versus the broad
market) just as frequently as they move in opposite directions. It’s not always an “either/or” scenario.

Before investing, consider the funds’ investment objectives, risks, charges, and expenses. Contact Fidelity for
a prospectus containing this information. Read it carefully.

Past performance is no guarantee of future results.

1. A monthly report produced by the Institute for Supply Management that reports on manufacturing conditions. The index is
updated each month and often includes revisions of the previous month’s data.
2. Assesses consumer confidence regarding personal finances, business conditions and purchasing power based on hundreds of
telephone surveys. The survey polls a smaller sample of consumers and is less established than the Conference Board Consumer
Confidence Index.
3. U.S. Department of Labor, Bureau of Labor Statistics, December 18, 2009.
4. Bureau of Economic Analysis, U.S. Department of Commerce, as of 12/1/09.

The information presented above reflects the opinions of those specific Fidelity portfolio managers as of January 05, 2010. These
opinions do not necessarily represent the views of Fidelity or any other person in the Fidelity organization, and are subject to
change at any time based upon market or other conditions. Fidelity disclaims any responsibility to update such views. These
views may not be relied on as investment advice and, because investment decisions for a Fidelity fund are based on numerous
factors, may not be relied on as an indication of trading intent on behalf of any Fidelity fund.

Investing involves risk, including risk of loss.

It is not possible to invest directly in an index.

Consumer staples industries can be significantly affected by demographic and product trends, competitive pricing, food fads,
marketing campaigns, environmental factors, and government regulation, the performance of the overall economy, interest rates,
and consumer confidence.

Consumer discretionary industries can be significantly affected by the performance of the overall economy, interest rates,
competition, consumer confidence and spending, and changes in demographics and consumer tastes.

The S&P 500® Index is a registered service mark of The McGraw-Hill Companies, Inc., and has been licensed for use by Fidelity
Distributors Corporation and its affiliates. It is an unmanaged market capitalization-weighted index of 500 common stocks chosen
for market size, liquidity, and industry group representation to represent U.S. equity performance.
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