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What the Market Did and Why  
Q2 Market Recap with Jurrien Timmer  

Editor's Note: The information presented below reflects the 
opinions of Fidelity director of market research Jurrien Timmer 
as of July 12, 2007. 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. 

Following a dismal performance in the first three months of 
2007, the U.S. stock market withstood the onslaught of 
rising energy prices and a precarious housing sector to 
rebound smartly in the second quarter. 

The April-June period featured a little bit of everything from 
a surge in retail sales on the backs of confident consumers 
to the promise of heightened capital spending and factory 
activity to replenish emptying shelves. All this time, the 
Federal Reserve continued its ongoing struggle to stimulate 
job creation while stifling its number-one enemy -- 
inflation. Depending on how certain elements play out, the 
second quarter of 2007 may be remembered as a 
springboard to further stock gains and economic expansion 
or, perhaps, something much less. 

To help determine which direction the resilient U.S. equity 
market may steer next, we asked Jurrien Timmer, director 
of market research at Fidelity, to review last quarter's key 
events and offer insights as to what's working well and 
what's not. 

Q: After an anemic 0.7% GDP growth rate in the 
first quarter 2007, how did the U.S. economy fare 
from April through June? 

Timmer: While weakness in the housing sector persisted 
into the second quarter and may possibly worsen for a 
spell, capital expenditures by American corporations were 
on the upswing, in large part, to replenish low inventories. 
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As a result, many economists expect growth may rebound 
markedly in Q2, possibly above 3% when the final numbers 
are tallied. 

Q: Does that kill any chance the Federal Reserve 
will lower rates this year as many were hoping 
for? 

Timmer: At its June 27-28 meeting, the Fed held rates 
steady at 5.25%, a year since its last rate increase. Truth 
be told, I don't think the Fed had any intention of easing 
rates, despite what some in the markets wanted. 
[Chairman Ben] Bernanke has clearly stated he is currently 
more concerned about "sticky" inflation figures than weak 
growth. 

Q: Sounds like a quandary. 

Timmer: It is. The central bank is charged with two 
mandates: fighting inflation and achieving full employment. 
Needless to say, those two objectives are sometimes -- as 
is the case today -- at odds. On one hand, the sub-prime 
mortgage market poses a threat to the economy, providing 
perhaps the best argument for easing the U.S. money 
supply. On the other hand, the consumer price index, 
excluding food and energy, rose 2.2% in May. Though a 
drop from the 2.9% peak last September, inflation is still 
slightly outside the Fed's comfort zone. 

Q: Is there a typical length of time in which rates 
tend to remain at the same level? 

Timmer: Historically, the average length of time between 
a rate hike and a subsequent rate cut is about six to nine 
months. By that measure, the current plateau is already a 
bit long. [The Fed last raised rates a quarter-point on June 
29, 2006.] While there have been extended periods like the 
mid-1990s when the Fed barely budged, that is the 
exception rather than the rule. 

Q: Remember when this four-year-and-counting 
business cycle was referred to as "a jobless 
recovery"? How would you characterize the labor 
market in Q2? 

Timmer: The unemployment rate held steady at 4.5% 



through mid-year, according to the U.S. Labor Department. 
Employers added 132,000 workers in June, slightly below 
the average monthly pace of the first six months. Most of 
those new jobs were added to the service sector. While low 
employment is generally positive for the economy, it also 
puts pressure on inflation. In fact, over the past year, 
average hourly wages rose about 4% -- good news for 
workers; bad news for the Fed. With such little spare 
capacity, the economy could heat up faster than anticipated 
in the coming quarters and, in turn, require further "policy 
adjustments" as the Fed so eloquently puts it. 

Q: The housing market is sending mixed 
messages. What's going on? 

Timmer: The broad housing market is in a period of 
correction after a years-long boom. An index by the 
National Association of Home Builders declined in the 
second quarter to its lowest level since 1991. [The monthly 
index declined two points in June to 28. A reading below 50 
indicates that housing conditions are believed poor.] On the 
other hand, Treasury Secretary Henry Paulson suggested 
last month that the major slump in the housing market is 
nearing an end and should not have a significant impact on 
the overall economy. I tend to agree. Because of our low-
rate environment, I don't believe the overall housing 
market will "fall out of bed" as they say. 

Q: But? 

Timmer: But the sub-prime mortgage market presents a 
grimmer story. Here things have gone from bad to worse 
with the bond market feeling some pain in terms of hedge-
fund divestitures. And things may get worse before they get 
better as more adjustable-rate mortgages are reset to 
higher rates in the coming quarters. The big question is 
how much fallout from the sub-prime mortgage implosion 
will seep into the broader market? Although construction-
related businesses are enduring the brunt, I'm optimistic. 
At this point, the fallout doesn't appear contagious enough 
to spark a systematic negative-wealth effect among 
consumers. 

Q: Since you mentioned consumers, how are 



they? 

Timmer: They're great. Consumers continued to spend in 
the second quarter. In fact, the Commerce Department 
reported a 1.4% monthly surge in retail sales in May. 
Although some pundits have proclaimed consumers on the 
verge of being "tapped out," at the end of the day, 
consumer spending is largely driven by income growth and 
employment, both of which remain robust. 

Q: How are consumers dealing with rising energy 
costs? 

Timmer: While nobody enjoys paying more at the pump, 
consumers have become desensitized to high gas prices, 
which theoretically should erode purchasing power in other 
areas. [Since peaking at $3.227 a gallon in May, AAA 
reported that gas dropped to $2.952 in the first week of 
July.] Although a $70-plus cost for a barrel of oil has not 
helped consumer spending, it has only slowed buying 
activities at the margins. 

Q: Final figures are not out yet, but how do you 
think corporate earnings did in Q2? 

Timmer: The earnings growth story during this bull 

market has been truly remarkable. While the S&P 500® 
price index has roughly doubled off its 2002 lows, corporate 
earnings have almost quadrupled thanks to three key 
factors: globalization, a shrinking equity float, and the 
ability of companies to mitigate costs through outsourcing. 
Globalization is providing a secular tailwind for companies 
around the world, with much of this growth coming from 
firms that do a lot of business overseas. Such diversification 
has helped counteract some of the weaknesses in our 
domestic economy. Eventually, earnings growth per share 
has to slow from double digits, where they have been for 
16 quarters, into the single-digit range. But with 
globalization in full force, it is possible that more surprises 
may occur for a while. 

Q: The manufacturing sector, representing about 
one-third of GDP, showed renewed signs of life in 
Q2. What's behind this recent activity? 



Timmer: Low warehouse inventories that contributed to a 
weak Q1 GDP, helped spark a buying spree in Q2 by 
American retailers seeking to restock their depleted 
shelves. One outstanding question is whether capital 
spending by U.S. manufacturers -- a frugal lot in recent 
years -- will make a comeback. While there has been plenty 
of capex activity lately -- money spent to acquire or 
upgrade physical assets such as factories and machinery -- 
most of those expenditures have been made overseas in 
developing markets like China and India. A capital spending 
surge in the U.S. would certainly boost GDP growth here. 

Q: The S&P 500® rebounded from a 0.64% gain in 
total returns in Q1 to 5.81% in Q2. (Up 6% year 
to date, ending June 30.) How did individual 
sectors do? 

Timmer: Not surprisingly, energy (up 14.32%) led all 
sectors between April and June, followed by information 
technology (up 10.18%), industrials (up 9.24%), 
telecommunications services (up 6.78%) and materials (up 
6.56%). Health care (up 4.57%), consumer discretionary 
(up 3.43%), consumer staples (up 2.11%), and financials 
(up 1.49%) finished in positive territory, but 
underperformed the broader market. The biggest 
turnaround was in utilities (down 1.11%), which had been 
the top gainer in the first quarter when investors sought 
safety. 

Q: Looking ahead, how might the Q2 market 
influence Q3 activity? 

Timmer: After a couple of blips in the first quarter, stock 
volatility was relatively stable in the second quarter. As we 
head into the third quarter, I see the biggest pressures on 
stock prices as a further rise in bond yields and a spike in 
oil prices to $75 or higher. I'd keep an eye on both. 

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