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What the Market Did and Why  
Insight into second quarter performance  

Editor's Note: The information presented below reflects the 
opinions of Fidelity Director of Market Research Jurrien Timmer 
as of July 9, 2008. 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. 

Those government tax-rebate checks, to help jump-start 
the sputtering U.S. economy seem like a quaint memory 
now. Any extra cash earned by Americans in April through 
June was quickly consumed by runaway prices at the gas 
pump and on supermarket shelves. 

Creeping jobless claims, diminishing home-equity values, 
low consumer-confidence readings, and stagnant 
manufacturing-production levels all pointed toward a 
softening U.S. economy in the second quarter of 2008. 
Despite spurts of buying activity, the domestic and global 
stock markets took it on the chin. Blue-chip stocks on the 
Dow Jones Industrial Average flirted in Q2 with bear-market 
territory -- a dip of 20% from previous highs. 

Growing anecdotal evidence that nervous investors were 
abandoning volatile equities and looking for ways to stretch 
each dollar during the summer-vacation season begged the 
question: Is the worst over? 

Fidelity Investor's Weekly turned to Jurrien Timmer, 
director of market research at Fidelity and co-portfolio 
manager of the Dynamic Strategies Fund, to review the 
past quarter and provide perspective on what the future 
may bring. 

Q: How would you characterize overall U.S. 
economic growth? 

Mr. Timmer: I'm an optimist by nature. While real GDP 
[gross domestic product] grew 0.6% in Q4 2007 and 1.0% 
in Q1 2008, the weak dollar and industrial revolution in Asia 
helped boost American exports and kept the U.S. economy 
from a technical recession -- two consecutive quarters of 
negative growth. So far, that is. Rising energy costs and 
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falling home prices continued to hurt consumer activity. 
Domestic auto and truck sales were poor. Inventories 
across many industries continued to build up, which could 
hamper performance numbers in the second quarter. Given 
the sheer number of factors that have gone and could go 
wrong, a recession may be likely in 2009, especially if the 
corporate community views the next administration as anti-
business. 

Q: How did stocks perform between April and 
June? 

Mr. Timmer: For a while, the stock market bounced back 
nicely off lows set in mid-March. But oil, housing, and 
lingering troubles in the financial sector all weighed heavily 

on the market in late May and all of June. The S&P 500® 
posted a 3.23% quarterly decline, as of June 30, 2008, an 
improvement over the year-to-date loss of 12.83%. 

Q: What sectors fared best and worst? 

Mr. Timmer: Sector leadership was consistent with recent 
quarters, with Energy (up 16.92%), Utilities (up 7.10%), 
Materials (up 3.88%), and Information Technology (up 
2.29%) leading the way from April through June. On the 
down side, Financials (down 19.01%) took another beating, 
followed by Industrials (down 10.59%), Consumer 
Discretionary (down 8.12%), Consumer Staples (down 
5.92%), Telecommunications Services (down 5.09%), and 
Health Care (down 1.73%). Industries remain bifurcated 
between those tied to globalization and natural resources, 
and those tied to housing and consumer spending. 

Q: Was there any refuge in the international 
marketplace? 

Mr. Timmer: Not really. Many global markets have a close 
correlation with U.S. stocks. Even emerging markets were 
under pressure. While these markets are compelling from 
fundamental growth and valuation standpoints, at the end 
of the day they were all overcome by relentless waves of 
selling. There was a general tendency in the second quarter 
for asset allocators to avoid equities. Instead, many 
investors in Q2 turned to commodities like oil as a hedge 
against inflation. 

Q: Since you mentioned it, where is oil headed? 

Mr. Timmer: Crude exceeded a record $140 a barrel on 
the New York Mercantile Exchange in Q2. Prices may reach 
higher in the next year or two despite Saudi Arabia's recent 



promise to boost production. But even at these levels, 
energy stocks to me still seem cheap and under-owned by 
investors. 

Q: What impact has the weak U.S. dollar had on 
the doubling of oil prices over the past year? 

Mr. Timmer: I reject the notion that the weak dollar is 
the root of all our troubles. Yes, a lower dollar does mean 
oil is cheaper for other countries and more expensive for us 
because oil is priced in U.S. currency. But that dismisses 
the far larger impact of global supply and demand. 

Q: So you're not among those currently calling for 
government action to strengthen the greenback? 

Mr. Timmer: The way I see it, the only negative effect 
from a falling dollar -- provided it is orderly -- is inflation on 
imports. But, in turn, a weak dollar makes American goods 
more affordable to foreign markets. By helping spur U.S. 
exports, the weak dollar has been the single-largest factor 
in preventing the U.S. economy from entering into 
recession this year. 

Q: What about the contention that as a debtor 
nation, the U.S. continued to weaken its standing 
in the global market? 

Mr. Timmer: I agree that the huge amount of U.S. dollars 
held by foreign markets tends to devalue our currency. But 
the argument that China and other global economies will, at 
some point, precipitously stop buying American debt and, 
thereby, create havoc with our economy doesn't make 
sense to me. Emerging economies like China and India 
need to own our dollars to help control the values of their 
own currencies. They have a huge stake in seeing a healthy 
U.S. market. After all, where are they going to invest those 
dollars? The answer is in the U.S. bond market, the deepest 
and most liquid debt market in the world. A rising dollar 
would also hurt earnings growth for U.S. multinational 
companies. The over-stated link between the U.S. dollar 
and foreign oil is spurious. 

Q: How did bonds perform between April and 
June? 

Mr. Timmer: With inflation rising to around 4% and bond 
yields falling back down to around 4%, the debt market did 
not provide a compelling argument in the second quarter. 
Nevertheless, bonds continued to get bid as a flight-to-
quality option over stocks. TIPS [Treasury Inflation-



Protected Securities] continued to do well, as they have 
been the proverbial "best house in a bad neighborhood." 

Q: Did rising joblessness impact the market in 
Q2? 

Mr. Timmer: So far, the number of jobs lost is not nearly 
as high as levels seen in past recessions. Still, the jittery 
labor market has exacerbated worries among investors. The 
U.S. economy shed 62,000 jobs in June, while the 
unemployment rate stood at a four-year high of 5.5%, 
according to the Labor Department. The four-week average 
of initial jobless claims was 375,250 in mid-June, some 
64,000 weekly applicants more than the same time last 
year. Some predict that average will top 400,000 in the 
second half of 2008 as companies faced with soft demand 
will turn to layoffs to control costs. 

Q: Pick your poison: A weak economy or looming 
inflation? Which one does the Federal Reserve 
fear more? 

Mr. Timmer: The Fed is faced with two conflicting 
mandates: to spur economic growth and control inflation at 
the same time. In the second quarter, inflation was 
primarily driven by food and energy prices outside the U.S. 
Domestic wholesale prices increased 1.4% in May, with 
energy prices gaining 4.9% and food rising 0.8%, according 
to the Labor Department. While inflation remained a serious 
matter, the central bank early last quarter felt it was more 
important to stimulate the economy, which was and still is 
struggling to cope with a prolonged credit crunch. 

Q: So what did the Fed do? 

Mr. Timmer: On April 30, the Fed slashed the key federal 
funds rate -- the rate at which banks lend to each other -- a 
quarter point to 2.0%. That was the seventh consecutive 
cut -- and last, as it turned out -- since September 2007, 
when the rate stood at 4.75%. The hope was that banks 
would follow suit by lowering their prime lending rates, the 
benchmark for millions of consumer and business loans. 
However, the growing fear of inflation forced the central 
bank to halt that monetary course. At its most recent 
meeting on June 25, the Fed held rates steady. The 
prospect of raising rates was out of the question because 
the economy was still too anemic. 

Q: A lot is riding on housing. How did home 
construction fare in Q2? 



Mr. Timmer: Despite a double-digit fall in home prices 
nationwide, inventories remained elevated in the second 
quarter. According to the Case-Shiller Home Price Index 
released in June, price tags in 20 major U.S. cities dropped 
15.3% over the past year; 17.8% from its peak two years 
ago. Despite pockets of upticks, the National Association of 
Home Builders index fell to a level matching the 22-year-
old survey's record low. Overall spending on private 
construction projects slipped 0.7% in May while spending 
on public construction rose 0.4%. In May, the Commerce 
Department estimated the median sales prices of new 
homes at $231,000; that's 5.7% less than a year earlier. At 
May's sales pace, the number of homes on the market 
represented a 10.9-month supply, up from 10.7 months in 
April. That suggests that home prices will need to decline 
even further to reduce inventories. And that spells trouble 
for financial- and consumer-oriented stocks. 

Q: The 30-year fixed-rate mortgage rate rose to 
6.32% during the week ending June 12, the 
highest level in almost eight months, according to 
Freddie Mac. How might rising mortgage rates 
affect the housing market looking forward? 

Mr. Timmer: The problem with the housing market has 
less to do with the price of credit in terms of mortgage 
rates than it does with the availability of credit resulting 
from widespread impaired bank-balance sheets. 

Q: So was the credit crisis on the mend in Q2 or 
will more pain be felt ahead? 

Mr. Timmer: After rebounding slightly from its March 
lows, the financial sector failed to hold its stock gains as the 
second quarter progressed. The problem is, the financial 
sector is tied to the faltering housing situation, which 
showed no sign of improving in Q2. I believe the large 
home-inventory overhang will continue to erode the capital 
base of financial institutions, causing more write-downs, 
layoffs, and create greater reluctance or inability to extend 
credit. Until the housing market finds a bottom, it is 
unlikely that any of the financial industry's problems will be 
resolved. Analysts at Goldman Sachs projected U.S. banks 
may need to raise as much as $65 billion in new capital to 
cover losses in the financial sector, which they expected will 
continue into 2009. 

Q: What will keep your attention as you research 
markets for stock acquisition in the second half of 
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2008? 

Mr. Timmer: Housing remains my number-one issue. The 
general election will become an increasingly important 
factor as we move from summer to fall. The next president 
and Congress will have a huge impact on tax rates, trade 
practices, and energy policy. And, of course, I'm going to 
focus on the direction of oil. 

Q: Have we hit bottom yet? 

Mr. Timmer: With stocks as oversold as they are right 
now, I would not be surprised to see a market rally in the 
remaining summer months. But it's unlikely that a new bull 
market is anywhere near. 

(Paul Lombino is a frequent contributor to Fidelity 
publications. E-mail any comments to Investor's Weekly at 
Investors.Weekly@fmr.com.) 

Because of their narrow focus, sector securities tend to be more 
volatile than securities that diversify across many sectors and 
companies. 

* 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. 

Commodity-linked investments can be more volatile and less 
liquid than the underlying instruments or measures. 


