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We have heard a thousand times that a stock is worth the present value of its future cash flows. But I think no other period
in my career has witnessed this concept become so important in the stock market’s calculus as this one.

“High growth stocks such as tech have been pummeled this year as a result of traders adjusting for the higher interest rat

e environment…”1

I pulled that from the first article I found in a Google search for the keywords “interest rates growth stocks.” 

Rest assured, a sentence like it appears in just about every other daily write-up that discusses the day’s market action.

The S&P 500 Growth Index is down 25% in 2022, a loss far more harrowing than the 8% decline in the S&P 500 Value Ind
ex. In the market’s eyes, the primary driver of the performance disparity is the big spike in yields: the 10-Year Treasury
note yield has run to 2.82% from 1.50% at 2021’s close.

Figure 1 shows the market’s general reaction.

Figure 1: Growth vs. Value with Interest Rate Moves

Take two hypothetical companies: ValueCo and GrowthCo. 

The former pays a steady dividend, while the latter has no dividend but offers the prospect of a promising future, with
rewards that may arrive down the road. 

Consider how we produce a fair stock price for ValueCo. For a chunk of last year, the prevailing default risk-free Treasury
yield was around 1%. Add an equity risk premium to it—we will go with 5%—and we can discount ValueCo’s cash flows
at 6%.

Figure 2: Discount Rate on ValueCo
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Keep it simple. Suppose we anticipate ValueCo will pay a $1 dividend each year to 2033, at which point the firm will be
liquidated for $10/share. At that discount rate—6%—our “model” says ValueCo should trade for $13.63 right now.

Figure 3: Valuing ValueCo, 6% Discount Rate

Now play around with interest rates. Say the Treasury rate increases from 1% to 2%, causing the discount rate to change
from 6% to 7%. As a result, ValueCo’s stock falls from $13.63 to $12.77. The present value of ValueCo’s future dividends
is worth 6.3% less right now because of the new interest rate regime.

A tough situation, but not as bad as what happens to GrowthCo.

Figure 4: Valuing ValueCo, 7% Discount Rate
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For GrowthCo, let’s say we anticipate no dividends this decade (because it’s a growth stock) and a one-time event in the
future: the company gets bought at a price of $100/share in 2032. Two cash flows: the purchase and the sale. Again,
keeping it simple. It looks like this:

Figure 5: A GrowthCo Forecast

 

Valuing GrowthCo is easy: just discount the $100 to its present value. Using the 6% discount rate, we can say the stock is
worth $55.84 today.

Figure 6: Valuing GrowthCo, 6% Discount Rate 
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Now change the discount rate from 6% to 7% to account for the higher interest rate regime, as we did with ValueCo. The
new present value for GrowthCo drops from $55.84 to $50.83, a 9.0% decline (figure 7).

Recall that when we ran the same exercise on ValueCo, the stock fell by 6.3%.

Figure 7: Valuing GrowthCo, 7% Discount Rate 

The conclusion: Rising interest rates hurt GrowthCo more than they did ValueCo. 

It explains why the relentless collapse in interest rates over the last decade brought fame and fortune to growth stocks.
Now that the interest rate regime has turned around, growth stocks are the market’s problem stocks, while value stocks
are serving as the haven.

For investors who anticipate a continued march higher in rates, here are some of our U.S. large-cap value strategies that
may help if the stock market continues to be upset about it:

WisdomTree U.S. LargeCap Dividend Fund (DLN)
WisdomTree U.S. High Dividend Fund (DHS)
WisdomTree U.S. Value Fund (WTV)

For investors interested in these Funds’ performances, you can visit our Fund Compare tool.

 

 

1 David French, “Wall Street Up Before Fed Meet as Tech Buying Punctuates Volatile Trade,” Reuters, 5/2/22.

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.
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+ The Stock Market Threw Its Interest Rate Rules of Thumb out the Window

Related Funds
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+ WisdomTree U.S. Value Fund

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Cash flows  : a measure of how much cash a business generates after taking into account all the necessary expenses,
including net capital expenditures.

Interest rates  : The rate at which interest is paid by a borrower for the use of money.

S&P 500 Growth Index  : A market capitalization-weighted benchmark designed to measure the growth segment of the
S&P 500 Index.

S&P 500 Value Index  : A market capitalization-weighted benchmark designed to measure the value segment of the S&P
500 Index.

Growth  : Characterized by higher price levels relative to fundamentals, such as dividends or earnings. Price levels are
higher because investors are willing to pay more due to their expectations of future improvements in these fundamentals.

Value  : Characterized by lower price levels relative to fundamentals, such as earnings or dividends. Prices are lower
because investors are less certain of the performance of these fundamentals in the future. This term is also related to the
Value Factor, which associates these stock characteristics with excess returns vs the market over tim.

Dividend  : A portion of corporate profits paid out to shareholders.

Discount  : When the price of an ETF is lower than its NAV.

Large-Capitalization (Large-Cap)  : A term used by the investment community to refer to companies with a market
capitalization value of more than $10 billion. Large cap is an abbreviation of the term “large market capitalization”.
Market capitalization is calculated by multiplying the number of a company’s shares outstanding by its stock price per
share.
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