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Recently, U.S. interest rates hit multi-year highs and the dollar came back from the dead. From the February low to
Monday’s high the DXY Dollar Index gained approximately 6.5%. At the same time, long-term U.S. interest rates are back
to their early 2014 peak; two-year Treasury rates are at their highest level in roughly a decade. Together, higher rates and
a dearer currency both represent a tightening of financial market conditions.
Still, despite these developments stocks have bounced, with the S&P 500 up 5% from the May low. How is it that stocks
are rallying despite tighter financial conditions? Strong earnings are part of the answer. But apart from a stellar earnings
season, the simple truth: Financial conditions have actually become easier in recent weeks.
According to two measures of financial conditions maintained by the Chicago and St. Louis Federal Reserve Banks,
financial conditions have eased in recent weeks. There are three reasons financial conditions have actually gotten easier.
1. The dollar is still down year-over-year
While the dollar rally has been abrupt, it has also been short-lived. The dollar has advanced roughly 5% between mid-April
and mid-May, but that rally only puts it back to where it was in mid-December. On a year-over-year basis the dollar is still
down approximately 4% (see Chart).

2. Credit conditions remain benign
Equity market volatility in February and March never did spread to credit markets. As a result, high yield spreads remain
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extraordinarily low, approximately 180 basis points below the 20-year average. Unlike during the growth scare in early
2016, credit markets have remained remarkably calm throughout the recent bouts of volatility.
3. Equity volatility has fallen
Although the February and March spikes in volatility were an “equities-only” affair, even that has calmed down. While
volatility remains elevated relative to last year’s comatose levels, the VIX has “mean reverted,” or dropped back closer to
average. Since the start of the month the VIX has averaged approximately 14. In comparison, implied equity volatility
averaged 20 in February and March.
The resilience of equities
The fact that financial conditions have actually eased goes a long way towards explaining the resilience of equities. As I’ve
discussed in previous blogs, the price investors are willing to pay for a dollar of earnings is in large part driven by the cost
and availability of money, i.e. financial conditions.
Historically, easy financial conditions, particularly low volatility, have been associated with higher valuations. Depending on
the exact measure used, in the post-crisis environment the level of financial conditions has explained between 25% and
35% of the variation in the S&P 500’s price-to-earnings multiple.
In other words, while U.S. stocks are still not cheap, a premium valuation is easier to maintain in a world of still cheap
money and low volatility.
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Investing involves risks, including possible loss of principal.
International investing involves risks, including risks related to foreign currency, limited liquidity, less government
regulation, and the possibility of substantial volatility due to adverse political, economic or other developments. These risks
may be heightened for investments in emerging markets.
This material is not intended to be relied upon as a forecast, research or investment advice, and is not a recommendation,
offer or solicitation to buy or sell any securities or to adopt any investment strategy. The opinions expressed are as of May
2018 and may change as subsequent conditions vary. The information and opinions contained in this post are derived from
proprietary and non-proprietary sources deemed by BlackRock to be reliable, are not necessarily all-inclusive and are not
guaranteed as to accuracy. As such, no warranty of accuracy or reliability is given and no responsibility arising in any other
way for errors and omissions (including responsibility to any person by reason of negligence) is accepted by BlackRock, its
officers, employees or agents. This post may contain “forward-looking” information that is not purely historical in nature.
Such information may include, among other things, projections and forecasts.
There is no guarantee that any forecasts made will come to pass. Reliance upon information in this post is at the sole
discretion of the reader. Past performance is no guarantee of future results. Index performance is shown for
illustrative purposes only. You cannot invest directly in an index.
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