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What the Market Did and Why
Pendulum swings toward bigger government
By Paul Lombino
October 07, 2008

Editor's Note: The information presented above reflects the 
opinions of Fidelity Director of Market Research Jurrien Timmer 
as of October 5, 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.

In a perfect storm of bad news, America's financial 
markets capsized in the third quarter, leaving a wake 
of failed companies and anxious investors grasping 
for lifelines. The way corporate America does business 
was dramatically altered as unprecedented 
government intervention in the private sector made 
taxpayers partial owners in some of the biggest 
names in business.

The third quarter of 2008 marked the unofficial end to 
the laissez-faire Greenspan-era and ushered in 
something closer to a foreign public-private 
partnership model. The angry and fearful mood of the 
country was palpable in September as the contentious 
bailouts of Fannie Mae, Freddie Mac, AIG, and other 
venerable institutions overshadowed an already 
heated presidential race.

With the U.S. business community entering uncharted 
territory, Fidelity Investor's Weekly® asked Jurrien 
Timmer, director of market research at Fidelity 
Investments and co-portfolio manager of the Fidelity 
Dynamic Strategies Fund (FDYSX), to review the 
heart-pounding events of the third quarter and 
explain how the government's expanded role may 
help lift the beleaguered market.

Q: Can you put the third quarter of 2008 into some historical 
perspective? 

Mr. Timmer: There's little to compare it to. The poor 
credit situation turned into a virus. The subprime 
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fallout spilled from the mortgage market throughout 
Wall Street. It was a worst-case scenario, a perfect 
storm of negative events one after the other. The 
third quarter of 2008 was the polar opposite of the 
summer of 2007 when every Sunday we were 
wondering which private equity deal was going to 
push the market up another hundred points on the 
following Monday. 

Q: Which begs the question, how did the stock market 
perform last quarter?

Mr. Timmer: This was one of the most volatile quarters 
in recent memory. In one two-day trading session 
from September 29-30, the Dow dropped 777 points 
-- the biggest point loss ever and worst percentage-
wise since 1987 -- only to bounce back 485 points the 
next day. Stock investors had been anxious about the 
fate of the government's early financial rescue plan, 
which was initially defeated in the U.S. House. [A final 
bill was signed into law October 3.] Overall, the S&P 
500® lost 8.88% of its value for the quarter ending 
September 30, 2008. 

Q: How did individual sectors fare? 

Mr. Timmer: Energy (down 24.95%) and Materials 
(down 22.93%) suffered the biggest losses. That was 
followed by Utilities (down 18.74%), 
Telecommunications Services (down 15.74%), 
Information Technology (down 12.11%), and 
Industrials (down 9.12%). Consumer Staples (up 
4.14%) was the only sector in positive territory, while 
Consumer Discretionary was not,(down 1.04%). 
Financials (down 0.10%) and Health Care (down 
0.01%) beat the market average. 

Q: Was there one critical event that triggered so much fear 
among investors?

Mr. Timmer: Confidence in the market began to unravel 
with the nationalization of Fannie and Freddie on 
September 7. [The Treasury Department announced 
it was ready to pump in as much as $100 billion to 
keep each afloat.] You may recall that between then 
and March -- when Bear Stearns was taken over by JP 
Morgan with aid from the Federal Reserve -- the 
market seemed to have adjusted. Between April and 
June, the economy actually grew 2.8%, according to 
the Commerce Department. But any trace of 
optimism disappeared when the government took 
temporary public ownership of the country's two 
troubled mortgage giants to keep them from 
collapsing under the weight of bad debt following the 
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onset of the subprime mortgage crisis 14 months ago. 

Q: Each day in September seemed to bring a new market 
disaster.

Mr. Timmer: The dominoes began to fall with the failure 
of Lehman Brothers, which was saddled with $60 
billion in bad real-estate holdings. Shortly after, Bank 
of America bought Merrill Lynch, which was teetering 
on the brink. Then the Federal Reserve took bold and 
historic action in acquiring an 80% stake in the 
world's largest insurance company, American 
International Group, through a two-year $85-billion 
emergency loan.

Q: Everyone wants to know, how did we get to this dark place?

Mr. Timmer: The root of the problem was that home 
prices continued to decrease in the third quarter. 
Mortgages had been securitized by so many financial 
institutions that as home values dropped, so did the 
value of these mortgage-backed securities. As a 
consequence, a number of asset holders -- broker/
dealers, banks,and investment firms -- became over-
leveraged and undercapitalized. In simple terms, they 
owned assets that creditors didn't want anymore. As 
a result, the commercial paper market [which is 
typically used to fund short-term corporate debt] 
came to a virtual standstill in the third quarter. There 
was such a loss of confidence that nobody wanted to 
lend money to anyone. Lending institutions were no 
longer willing to accept the risks associated with 
these tainted mortgage-backed securities. In short, 
there was no liquidity. Good luck getting a car loan. 
This is where Wall Street met Main Street. The 
government rescue plan is, in large part, designed to 
remove that bad debt from the system to get the 
commercial paper market moving again.

Q: As a staunch free-market advocate, how did you feel about 
all this government intervention?

Mr. Timmer: I'm not happy, but we had no choice other 
than to take over Fannie and Freddie. By not taking 
action with Lehman Brothers, the government was 
making a statement to Wall Street that we weren't 
going to bail out everyone. With hindsight, however, 
making Lehman the sacrificial lamb might have 
actually been more costly than if some action had 
been taken given the downside impact on the money-
market industry.

Q: You're referring to the Primary Fund, the money-market 
which put a week-long freeze on withdrawals after its net 
asset value fell below the targeted $1 a share.  Breaking the 
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buck, as it's known, had only happened once before in 
history. How significant was that to investor confidence?

Mr. Timmer: There are certain things in life that should 
be set in stone. One is you always should be able to 
get your principal back from money markets. 
Breaking the buck is taboo. The broader problem was 
that because all these episodes unraveled so rapidly, 
[Treasury Secretary Henry] Paulson and [Federal 
Reserve Chairman Ben] Bernanke -- who were 
probably living on three-hours sleep -- were not able 
to create a master plan so to speak. They were too 
busy putting out individual fires. That's why the 
rescue plan, even with all its warts, is a step in the 
right direction because it offers a more systemic 
response to the overall crisis. This may help the 
government get ahead of the curve rather than 
playing catch-up. 

Q: How nervous should retirees be about the safety of their 
cash?

Mr. Timmer: I wouldn't worry about it. The government 
already responded by infusing billions to back up the 
money-market system. Also, on October 3, 2008, 
certain FDIC insurance coverage limits were 
temporarily increased from $100,000 to $250,000. 
These temporary increases will remain in effect until 
December 31, 2009.*

Q: Did Americans witness a shift in the government's role in 
our free-market system? 

Mr. Timmer: Yes, we were all part of history in the 
making. Traditionally, the U.S. has criticized the state-
sponsored capitalist structures of China and Russia. 
Now we're basically doing the same thing. But we 
don't have any choice. Consumers are tapped out. 
The government has become the spender of last 
resort. We let the monster get too big. The U.S. 
government is the only institution that can get the 
monster under control. 

Q: If there was any good news in the third quarter, it might 
have been that inflation was relatively tame. Won't pumping 
billions of dollars into the financial system, albeit to unclog 
the credit market, put pressure on consumer prices?

Mr. Timmer: The Fed has two bad choices. It could try 
to either inflate or deflate its way out of this mess. 
Bernanke is a student of historical business cycles. 
After the Crash of 1929, the government chose to 
tighten money supply out of fear of inflation. The 
theory was that prices would fall low enough to, 
thereby, stimulate economic activity. The result there 
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was the Great Depression. Japan took this approach 
as well in the early 1990s. The result there was a 
decade-long deflationary spiral. Inflation is the lesser 
of two evils.

Q: What's the downside of this strategy?

Mr. Timmer: Besides inflation, a second cost is an 
increase in regulation. It only makes sense that if we, 
as a nation, are going to throw money at a problem, 
there has to be a reasonable hope for return on 
investment. Naturally, the government -- theoretically 
you and me -- wants some level of control over what 
we're trying to influence. We need more regulation in 
terms of leveraging [using debt to finance capital 
purchases. Typically, the more debt used, the higher 
the risk of default]. While some leveraging is good to 
help the economy grow, the 50-to-1 leverage ratio for 
Fannie and Freddie should never have happened.

Q: Is America's back against the wall? 

Mr. Timmer: The U.S. has gone through many crises 
before and survived. Compared to the rest of the 
world, we're a humongous economy with relatively 
low taxes. We still have some arrows in our economic 
quiver, just not as many as we used to. If there is 
any country that can rebuild a sound financial 
structure, it is the United States.

Q: Despite the turmoil, were there any good buys in the third 
quarter?

Mr. Timmer: Warren Buffet seemed to think so. He 
invested in Goldman Sachs and GE. Some of these 
battered financial assets are priced at levels that are 
probably much lower than should be. A year or more 
from now, some of these mortgage-backed securities 
may prove to be good investments. As a portfolio 
manager, I'm like everyone else in trying to 
determine if certain markets have found their 
bottoms. Lately it's been like trying to catch a falling 
knife. That said, I'm starting to see some compelling 
opportunities. 

Q: What one word best portrays your view of the market in 
Q3?

Mr. Timmer: Deleveraging.

Q: What will you look at in the coming weeks to help manage 
your portfolio?

Mr. Timmer: At some point the government's actions 
will take hold. But there's going to be a long 
retrenchment process, so we're not out of the woods. 
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In the near term, I think a lot of the negatives have 
already been discounted. With so much anxiety 
selling going on, this may well be a good time to get 
into the market. Long term, I'll continue to look at 
home prices. Debt leveraging needs to be reduced. 
The government will help us get out of this, but it's 
not going to be resolved in six months. 

Q: Any words of comfort for the typical investor?

Mr. Timmer: Probably the best way to approach this 
market is to dollar-cost-average, month after month, 
come rain or come shine. Don't panic. Selling now 
only locks in your losses. Stay the course and make 
sure your long-term asset-allocation plan is sound. 

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

* For more information visit the FDIC Web site.

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. 
 
Dollar cost averaging does not assure a profit or protect against 
a loss in declining markets. For the strategy to be effective, you 
must continue to purchase shares both in market ups and 
downs. 
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