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Drop in Interest Rates Fuels Stock Market Rally
one of the main issues affecting global financial markets in recent weeks has been 
the increase in interest rates that has resulted from investor concerns over a potential 
change in Federal reserve policy. last week saw a reversal of that trend. Fed 
chairman Ben Bernanke sounded a more dovish tone when he indicated that the Fed 
was unlikely to hike short-term rates abruptly, which resulted in a notable pullback in 
treasury yields. For the week, treasury yields declined (as prices correspondingly 
rose), with the yield on the 10-year treasury falling from 2.72% to 2.59%.

a fall in interest rates, combined with some early indications that corporations 
were beating very modest expectations for second-quarter earnings, helped spark 
a sharp rally for stocks. markets experienced their third straight week of gains, 
with the Dow Jones industrial average advancing 2.2% to 15,464 and the s&P 500 
index climbing 3.0% to 1,680. Both indices again hit new record highs last week as 
well. For its part, the nasdaq composite rose 3.5% to 3,600.

Modest Inflation Should Help Keep a lid on Rates
Going forward, we expect fixed income markets to remain volatile, but we do not 
believe that we will see a precipitous drop in prices and overly dramatic advance in 
yields. For one reason, inflation still remains tame, which means the Fed is under 
less pressure to move quickly.

thanks to a strong Us dollar, which lowers the cost of foreign imports, Us import 
prices were up only 0.2% in June on a year-over-year basis. stripping out oil prices 
(which have been rising recently), overall import prices were actually down 0.5% 
over the last year. additionally, last week’s data showed that June’s Producer Price 
index (PPi) was reasonably well contained. the headline number did show a spike, 
but the core number (which excludes volatile energy and food prices) showed just 
a 1.7% increase, close to the lowest level seen since early 2011.

although several members of the Federal reserve have clearly indicated that the 
central bank’s longstanding easing bias presents some risks, without inflationary 
pressure the Fed is unlikely to quickly shift away from monetary accommodation.

A Recipe for Continued Gains in Stocks
For equities, our view is that as long as we do not see a significant increase in 
yields, stock markets can continue to advance, as we saw last week. in addition to 
the interest rate and inflation environment we described, we would point out that 
corporate balance sheets remain quite healthy and that stocks appear reasonably 
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it’s the question on everyone’s mind. and fortunately, there are 
answers. visit blackrock.com for more information.
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priced relative to their own historical valuations as well as to bonds and cash 
alternatives. as such, our view is that we are likely to see further equity price 
increases over the next six to twelve months (although the pace of gains is unlikely 
to match what we saw in the first half of the year).

as investors think about their stock portfolios, we would reiterate the case for 
looking outside the United states and including international stocks in a portfolio. 
true, europe remains mired in recession, but overall, international stocks look 
inexpensive and have already discounted potential bad news. on a price-to-book 
basis, international developed markets are trading at a 35% discount to Us stocks 
and emerging markets are trading at an astounding discount of over 40%. 
additionally, although it’s a brief snapshot, it is worth pointing out that while Us 
stocks had a strong week, for the first time in a while international markets 
(including emerging markets) actually outperformed.
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