
Retirement & Guidance 
Fidelity Investor's Weekly  

  

  

  

Market Commentary & 
Expert Analysis  

  

  

  

  

  

  

  

  

Fidelity Investor's 
Weekly Front Page

Fidelity Magazine

Investment Strategies

Retirement & Rollover

Mutual Funds

Stocks

Bonds

Taxes & Estate Planning

College Savings

Personal Finance

Edit E-mail 
Subscriptions and Topics

Fidelity Investor's Weekly > Market Commentary >  

What the Market Did and Why  
Insights into a turbulent fourth quarter 

 
 
While the S&P 500® gained a presentable 5.5% total return 
in 2007, the fourth quarter was acutely unsettling for 
owners of stock battered by the housing market. 

Visions of real-estate bubbles bursting, rising energy costs, 
and impending mortgage doom against the backdrop of 
global political unrest and a fiery presidential race at home 
contributed to a rather gloomy spending environment for 
consumers and businesses. Then there was the rising 
jobless rate, creeping inflation, and talk of a 2008 
recession. 

But are market fundamentals really that bad? Investor's 
Weekly asked Jurrien Timmer, director of market research 
at Fidelity, to recap the key events of the October-
December 2007 period and for his view of what may lie 
ahead. 

Q: On Sept. 18, the Federal Reserve slashed the 
fed funds rate a half-point to 4.75%, its first cut 
in four years. How did the central bank follow-up 
in the fourth quarter? 

Mr. Timmer: The Federal Reserve had a two-pronged 
challenge in the second half of 2007. On one side, it feared 
the emerging crisis in the financial and housing sectors 
could spread to the broader market. On the other side, it 
was rightfully concerned about inflation, which was pushing 
the upper-limit of its comfort zone. The central bank was 
able to keep these two opposing forces in balance until the 
end of August, at which point the credit crisis spilled into 
other areas of the market. This forced the Fed to ease the 
money supply and make capital cheaper to acquire. On 
October 31, the central bank lowered the federal funds rate 
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a quarter point to 4.50%. Again on December 11, it 
trimmed another quarter-point to 4.25%, its third 
consecutive cut producing the lowest rate since December 
2005.  
 

Q: Can you summarize the q4 housing situation? 

Mr. Timmer: Nationwide, the average value of a single-
family home dropped 6.1% during the 12-month period 
ending October 2007, according to the S&P/Case-Shiller 
index. The median sales price of a new home dipped to 
$239,100 in November as monthly sales fell 9%, 
considerably lower than the Commerce Department had 
expected. While existing home sales ticked up a bit in 
November, according to the National Association of 
Realtors, the impact of the struggling housing industry hit 
areas such as construction and building supplies hard. 

Q: What affect did housing have on the broader 
market? 

Mr. Timmer: Year-over-year foreclosure filings nearly 

doubled through October.1 Though the government 
intervened last December with a plan that will postpone 
certain ARM [adjustable rate mortgage] resets for a number 
of homeowners, we're not out of the woods yet. Last 
quarter, a congressional report projected two million more 
subprime mortgage foreclosures by 2009, translating into a 
$71-billion loss in housing wealth. Hopefully, the dip in the 
30-year mortgage rate last quarter -- down as low as 

5.96% the week of December 62 -- may help reduce the 
large inventory of unsold homes, which stood at 4.27 
million in November. The housing drag will likely continue 
for some time. 

Q: How have American consumers, who make up 
two-thirds of sales activity, reacted to so much 
negative news? 

Mr. Timmer: There is growing concern that lower 
residential prices may hinder the ability of consumers to tap 
into their home equity to fund future spending. The so-
called negative wealth effect could become more prevalent 
in the year ahead. While consumer spending has remained 
surprisingly robust, there has been a downward trend in 
consumer attitudes. According to the Conference Board, 
consumer confidence slipped almost 8 points to 87.3 in 
November, a four-month downward trend. Perhaps more 
revealing, consumer expectations for the next six months 
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dropped to 68.7 in November from 80.0 in October. 

Q: Do you think spenders are ready throw in the 
towel? 

Mr. Timmer: Spending is more a function of employment 
and income, which are relatively healthy. In my opinion, if 
retail consumption declines in the coming months, 
economic growth will have to come from capital business 
expenditures and exports. 

Q: Was the Q4 job market half-full or half-empty? 

Mr. Timmer: The relatively strong employment data 
surprised many economists. The nation's business payrolls 
added 94,000 new jobs in November, holding the 
unemployment rate at 4.7%, according to the Labor 
Department. This followed a net job increase of 166,000 in 
October. However, initial December figures indicate a rise in 
unemployment to 5%. For comparison purposes, monthly 
job growth was 134,000 in the first half of 2007. 
Meanwhile, average hourly wages increased a nickel 
month-over-month to $17.63 in November. Over the past 
12 months, worker wages rose 3.8%. As long as 
employment and personal income remain stable, consumer 
spending may hold up. 

Q: Following a robust 4.9% GDP [Gross Domestic 
Product] rate in Q3, the fastest pace in four 
years, how did economic growth compare over 
the past three months? 

Mr. Timmer: While fourth-quarter sales activity was 
bolstered by strong exports spurred by a weak U.S. dollar, 
those gains were dragged down by the slumping housing 
industry. I think GDP will be lucky to expand 1.5% between 
October and December. As a possible glimpse into the 
future, the Commerce Department last quarter forecasted 
annualized GDP at 2.7% for 2008. 

Q: What prompted so much stock volatility in the 
fourth quarter? 

Mr. Timmer: Stocks started to grow increasingly volatile 
last summer when the magnitude of the subprime credit 
crunch became clear. This, in turn, led to bouts of panic 
selling among investors. In early November, the Dow Jones 
Industrial Average, a broad indicator of U.S. equity 
demand, suffered two big single-day drops of 360 points 
each within a week. The catalyst behind those meltdowns 
could be attributed to the massive write-downs of CDOs 
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[collateralized debt obligations] by financial institutions 
compounded by fragmented earnings reports. 

Q: Earnings could influence the hiring of workers. 
Where did you see fourth-quarter earnings? 

Mr. Timmer: The earnings story falls into two camps. 
One, those industries tied to American consumers and 
credit providers -- the consumer discretionary and financial 
sectors struggled last quarter. And, two, those industries 
leveraged to the global economic cycle -- materials, 
industrials, technology and energy enjoyed relatively strong 
earnings growth based on early fourth-quarter forecasts. 

Q: Did inflation cooperate last quarter? 

Mr. Timmer: Have you looked at your gas and food bills 
lately? Inflation jumped, 0.6% in November, the largest 
leap in over two years, according to a Commerce 
Department measure tracked by the Fed. Even core 
inflation, excluding volatile food and energy prices, grew 
2.2% over the previous 12 months, rising above the Fed's 
2% ceiling of comfort. I think that's why the Fed only gave 
the market half the relief it craved in December. 

Q: How did individual sectors perform in q4? 

Mr. Timmer: Overall, stocks represented by the S&P 500 
lost 3.83% of value during the turbulent October-December 
period. Many investors sought safety in utilities, which led 
the way with a 6.76% quarterly gain, finishing the year up 
15.81%. Energy continued to show strength in Q4 (up 
4.07%) and was crowned 2007's biggest sector winner with 
a 32.38% annual return. Consumer staples had a 
respectable showing, gaining 3.26% for the quarter and 
11.60% for the year. However, Q4 was not kind to 
information technology (down 0.08% for the quarter; up 
15.54% for the year), materials (down 0.44%; up 
19.98%), health care (down 0.46%; up 5.39%), 
industrials (down 5.12%; up 9.83%) and 
telecommunications services (down 5.79%; up 8.45%). 
The biggest quarterly and annual losers were consumer 
discretionary (down 10.49%; down 14.32%) and 
financials (down 15.04%; down 20.84%), which is still 
beset by credit woes. 

Q: Rising energy costs were a concern all year. 
What impact did oil have on economic growth 
toward the end of 2007? 

Mr. Timmer: For a while, economists have been warning 
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that when oil reached some magic round number -- $50, 
$60, $70 per barrel, you pick -- that it would sound the 
death knell of the American consumer. But that hasn't 
happened. In the fourth quarter, oil neared $100 and gas 
surpassed $3 per gallon at the pump before retreating 
somewhat. There are several reasons why rising oil prices 
have not drastically undermined growth so far. First, oil 
prices are not that high in inflation-adjusted terms. Second, 
the U.S. economy is less oil-sensitive than in the past in 
terms of energy dollars spent as a percentage of GDP. And 
third, the rise in energy prices has been relatively orderly, 
as opposed to the 1970s when costs literally skyrocketed 
overnight because of the sudden OPEC embargo. 

Q: What's your outlook for the U.S. investment 
markets? 

Mr. Timmer: At the end of the day, the credit crisis is 
nothing more than a giant wave of deleveraging. The 
ongoing purge of CDOs presents a huge opportunity for 
investors exploring the "risk markets" -- stocks, corporate 
bonds. The question is, when will the coast be clear? Have 
stocks hit bottom or should we expect more declines in 
2008? Thanks, in part, to the booming global economy and 
the Fed's aggressive monetary policy, I am optimistic that a 
recession will be avoided and that the stock market can do 
well in the coming year. 

(Please e-mail any comments to Investor's Weekly at 
Investors.Weekly@fmr.com.)  
 
1. RealtyTrac Monthly U.S. Foreclosure Market 
Report, November 29, 2007.  
 
2. Freddie Mac, Primary Mortgage Market Survey®  , December 
6, 2007. 
 
Foreign investments, especially those in emerging markets, 
involve greater risk and may offer greater potential returns than 
U.S. investments. This risk includes political and economic 
uncertainties of foreign countries, as well as the risk of currency 
fluctuation. 

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

Investments in smaller companies may involve greater risks 
than those of larger, more well-known 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 
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