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Many homeowners were happy to shut the door on the third 

quarter of 2007. Following a solid second quarter, the U.S. 

economy hit the skids between July and September as 

record numbers of subprime mortgages were defaulted. 

Among the consequences, hedge fund managers saddled 

with poor-quality debt obligations were forced to sell assets 

cheap, sparking a volatile August for stocks.

With the crisis in the financial sector spilling over to the 

broader market, the Federal Reserve Board slashed interest 

rates for the first time under the chairmanship of Ben 

Bernanke. The sharp rate cut was applauded by investors.  
 
The worrisome housing market continued to put many 

investors on edge. The next few weeks may determine if 

the worst of the credit crunch is behind or if tougher 

measures are required. For greater insight into the key 

events of the third quarter and a glimpse of what may be in 

store, Fidelity Investor's Weekly asked Jurrien Timmer, 

director of market research at Fidelity for his views.

Q: On September 18, the Federal Reserve Board 

lowered the federal funds rate to 4.75%, its first 

cut in four years. What made Q3 a turning point 

for Fed policy?

Mr. Timmer: The Fed has two mandates: fighting inflation 

and maximizing economic growth. Since June 2004, the Fed 
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had been preoccupied with the former, having raised 

interest rates from 1% to 5.25%, where it had held steady 

since June 2006. That changed this August primarily 

because of the spillover from a weakening housing market. 

In particular, the fallout from the subprime CDO 

[collateralized debt obligation] sector started to infect the 

asset-backed commercial paper market as well as the 

LIBOR. [The London Interbank Offered Rate is considered 

the world's most widely used benchmark for short-term 

interest rates.] The Fed's aggressive response was an effort 

to calm the credit markets by boosting liquidity.

Q: Did the rate drop have a desired impact?

Mr. Timmer: While many people anticipated a rate cut, 

the 50 basis-point slash was larger than many had 

expected. Stock investors were thrilled. On the day of the 

Fed's announcement, the S&P 500® enjoyed a 2.92% gain. 
It is no coincidence that gold rallied sharply and the dollar 

fell against the Euro and other world currencies following 

the rate cut. But such action may come at a price -- higher 

inflation. The steepness of the rate drop may also make 

investors wonder if the Fed is more concerned with 

deteriorating conditions than they have let on so far. But 

for the time being, investors appear to be viewing the Fed's 

action as a "glass half full."

Q: What will you evaluate in the next quarter to 

help decide if the Fed strategy is working?

Mr. Timmer: A key test will be if the LIBOR and asset-

backed commercial paper markets relapse in the weeks 

ahead. That would be a serious development in light of the 

Fed having given its best shot. So far it seems to be 

working, but the jury is still out.

Q: There was another rate cut in Q3 that didn't 

get as much media attention. What happened 

with the lesser-known discount rate?

Mr. Timmer: While the fed funds rate represents the 

percentage at which banks lend to each other, the discount 

rate represents the percentage at which banks borrow from 

the Fed, the lender of last resort. In years past, it was 

standard operating procedure for the central bank to target 

both the discount and federal rates at the same time. But 

on August 17, [Federal Reserve chairman Ben] Bernanke 
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tried to placate the credit crisis with a surgical strike. It 

lowered the discount rate to 5.75% in an effort to 

encourage banks to borrow directly from the Fed. But when 

the subprime-lending woes deepened over the next month, 

Bernanke took a page from [former chair Alan] Greenspan's 

playbook with a carpet-bombing, across-the-board rate cut.

Q: Where do interest rates head next?

Mr. Timmer: Contrary to the 1998 credit crisis when 

inflation was dropping and the economy was strong, the 

current business cycle reflects a period of slowing growth 

and sticky inflation. On the up side, core inflation 

[excluding energy and food] has been moderating in recent 

months to the upper-end of the Fed's 1%- 2% comfort 

zone. Still, that does not give Bernanke the economic 

luxury Greenspan had nine years ago. As a possible 

consequence, I would not be surprised if the Fed reverses 

direction with a rate hike at some point in 2008.

Q: Portray the Q3 housing market.

Mr. Timmer: It was not a pretty picture. Sales of 

previously owned homes fell in July to the lowest levels in 

almost five years while unsold properties climbed to the 

highest point since 1991. The year-over-year median price 

of an existing home dropped 0.6% in July to $228,900, 

according to the National Association of Realtors. 

Meanwhile, the number of American homeowners 

threatened by foreclosure reached record levels last quarter 

as late payments by subprime borrowers surged to one of 

every seven loans nationwide.

Q: What impact did housing have on stock 

demand?

Mr. Timmer: Many hedge funds have been saddled with 

subprime CDOs for some time. But when the housing 

market seized up in August, hedge fund managers were 

unable to unload their collateralized debt while, at the same 

time, getting redemption notices from clients. There's an 

old saying on Wall Street: "When you can't sell what you 

want, you sell what you can." So instead of dumping 

complex CDOs for which they could not get bids anyway, 

they sold stocks. That was a key factor behind the volatility 

the equity market endured in the third quarter.

Q: How did employment fare?
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Mr. Timmer: Last month, U.S. companies created 

110,000 new jobs. Although short of the 147,000 monthly 

average during the first half of 2007, the September job 

gains were the highest in four months. The Labor 

Department, which noted a rise in worker wages, also 

revised upward its August report to 89,000 additional jobs 

following earlier estimates of 4,000 lost. Although the 

jobless rate ticked up a tenth of a point to 4.7%, the result 

of more workers resuming searches, unemployment is still 

low by historical measures. I think the September job 

snapshot is confirmation that while our economy may have 

bent a bit during the third quarter, it is far from breaking.

Q: What workers were most affected in Q3?

Mr. Timmer: It should be no surprise that construction 

workers were among the hardest hit in the third quarter. 

The Commerce Department said construction spending 

declined sharply in July, while expansion in manufacturing 

spending slowed in August. The financial sector also took its 

lumps. In August, Countrywide Financial Corporation cut 

12,000 positions, one-fifth of its workforce. The lender said 

it expects a 25% drop in the number of new mortgages in 

2008.

Q: Besides lower interest rates, was anything 

else done to support the financial sector?

Mr. Timmer:Home ownership is the American dream. And 

last quarter President Bush and chairman Bernanke took a 

small step toward calming the financial markets with a plan 

that would allow some 80,000 homeowners to avoid 

foreclosure by refinancing out of ARMs [adjustable rate 

mortgages] and into lower-cost fixed-income loans. I think 

this came as a relief to the markets. If things get worse, 

however, you can expect additional regulation from Capital 

Hill.

Q: What was the most positive business news in 

the third quarter?

Mr. Timmer: One bright spot was the export sector. Sales 

of American products overseas were propped up by the 

weakening dollar and booming global demand for goods. 

Historically, though, when the U.S. dollar drops in value, 

inflation rises. While this scenario may play out in the 

coming years, in the shorter term I don't think a weak 
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greenback will significantly undermine the U.S. stock 

market or economy unless, of course, the dollar goes into a 

free fall. I believe the keys to avoiding a recession will be 

for export and capital spending growth to offset the drags 

from housing.

Q: How did the overall economy perform last 

quarter?

Mr. Timmer: After rebounding to a healthy 3.8% gross 

domestic product in Q2, the economy clearly slowed 

between July and September. Although official estimates 

are not yet available, economic growth may drop below 

3.0% in the third quarter. By some estimates, the weak 

housing market is negating at least a percentage point off 

GDP. The big question is how much longer will the 

downturn persist and will it sink the U.S. economy into 

recession.

Q: Did consumers, who make up about two-thirds 

of our economy, stay active?

Mr. Timmer: Consumer activity, which is still vibrant, has 

declined over the past year. Although monthly consumer 

sales receipts ticked up 2.9% in August, that figure fell 

short of the 3.8% gain during the same time in 2006, 

according to the UBS-International Council of Shopping 

Centers. Meanwhile, consumer confidence of current 

conditions as gauged by the Conference Board slipped to 

105 in August from 111 in July. Expectations for the next 

six months were also downbeat. The $64-billion question is: 

Will weak housing spark a substantial enough "negative 

wealth effect" on consumer spending to create a recession? 

So far, the answer is no. But that could change.

Q: How did corporate profits hold up?

Mr. Timmer: Earnings growth has been the engine 

leading this bull market since 2002. Though profit growth 

peaked around mid-2004, the decline has been gradual. In 

fact, they have been stable enough to keep stock demand 

strong without causing P/E multiples [currently around 17] 

to expand beyond reason. As of the second quarter, trailing 

year-over-year earnings-per-share growth for the S&P 500 

was about 11%, well above historical averages for an aging 

bull market. Prior to the Q3 credit debacle, the consensus 

EPS growth projection for the next four quarters was also 
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about 11%. But that estimate could decline when third-

quarter earnings announcements begin in mid-October. 

Overall, I expect a fragmented-earnings season with 

exporters and large multinational industrials continuing to 

benefit from globalization and a falling dollar, while 

financials and consumer discretionary companies disappoint.

Q: The S&P 500 gained 1.56% in the third 

quarter, down from 5.81% in Q2. [Up 7.65% 

year to date, ending September 30.] How did 

individual sectors perform?

Mr. Timmer: Energy continued to show strength in Q3 

(up 9.39%), leading all sectors between July and 

September, followed for the second straight quarter by 

information technology (up 6.12%) and industrials (up 

5.35%). Materials (up 4.36%) and consumer staples (up 

4.19%) also outperformed the broad market. Coming up 

short were telecommunications services (up 1.36%), 

utilities (up 1.16%), which rebounded from negative 

territory in Q2, and health care (up 0.63%). Not 

surprisingly, the biggest losers were consumer discretionary 

(down 6.53%) as nervous consumers tightened their belts, 

and financials (down 4.93%), which was smacked by the 

credit crunch.

Q: Rising oil prices was a big story earlier this 

year. How did energy behave last quarter?

Mr. Timmer: Although prices at the pump eased this 

summer, crude oil rose above $80 a barrel toward the end 

of the third quarter. My fear is that oil prices may go even 

higher in the coming months because of a perfect storm of 

high global demand and tight supply. Because there is no 

quick fix to the world's energy needs, it leads me to 

anticipate high oil prices for the foreseeable future. 

Fortunately, the U.S. economy is a lot less sensitive to 

rising oil prices than it used to be. So the dent to our 

collective wallets appears to be manageable.

Q: Was there any silver lining to the challenges 

posed in the third quarter of 2007?

Mr. Timmer: One positive aspect of the financial-industry 

turmoil is that it led to wide-scale deleveraging among 

speculators and hedge fund managers. As painful as 

deleveraging is while it occurs, it is essential to nurse 

capital markets back to health. Too much leverage creates 
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bubbles. And if bubbles are allowed to build up unchecked, 

the damage can result in catastrophe as was evident by the 

dot-com collapse of 2000. An occasional "margin call" ? if 

you will ? is a useful and necessary cleansing process that 

helps ensure the market's long-term viability.

(Paul Lombino is a frequent contributor to Fidelity 

publications. E-mail any comments to Investor's Weekly at 

Investors.Weekly@fmr.com.)
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