Why Do Stocks Go Up and Down, When Interest Rates Go Down and Up?

By Christopher F. Rich, MBA

Every investor appreciates that when the Federal Reserve alters monetary policy, by raising or lowering interest rates, its actions can have a profound effect on U.S. stock prices.  Historically, as rates fall stock prices generally rise and as rates rise stock prices fall.  Astonishingly, however, very few individual and professional investors seem to comprehend this inverse relationship.

Shortly after the Federal Reserve heralds a rate cut or a rate hike, stock prices generally experience (1) an instantaneous price shock in one direction or the other, and (2) a lethargic drift before stabilizing at a new price level.  

The following will bring the inverse relationship between stock prices and interest rates to light by analyzing, illustrating and explaining the surrounding factors that induce a short-term price reaction to a rate cut, and a long-term price reaction to a rate hike.  

Please note that this article is meant to be informational only, and not to be relied upon as specific investment advice.  Furthermore, it may not be representative of future market movements. 
Short-Term Price Reaction (Rate Cut)

Upon pronouncement of a rate cut, stock indexes have historically experienced an immediate upward price shock.  It is not uncommon to see market indices abruptly soar by 4%, which equates to 360 points assuming an index of 9000, or more after a rate cut is made public.  The immediate price shock is attributable to new pricing output derived from equity pricing model adjustments.  

In order to illustrate this behavior, let’s analyze the price shock of ABC, Inc. after the Federal Reserve institutes a 50 basis point (1/2 percent) rate cut.  For analytical purposes, I will be employing a discounted cash flow model whereby cash flow is defined as free cash flow to equity (“FCFE”).  Prior to performing the analysis, however, let me explain some terminology and concepts that will better enable you to understand the model.

FCFE 
= Net Income + Depreciation – Capital Expenditures +/- Changes in 

   Working Capital

Growth
(g)

= Perpetual growth rate of FCFE 

Discount Rate (k) 
= Rate used to convert future cash flows to present value

Cost of Equity
 
= Rate used to discount cash flows (discount rate)


 
= Risk-Free Rate + (Beta x Equity Risk Premium)

Risk-Free Rate

= Rate on risk-free asset (i.e. 30-dayTreasury Bill) 

Beta

 
= Levered and based on least squares regression 

Equity Risk Premium
= Historical arithmetic differences between risk-free asset
    returns and equity returns

DCF Model

= FCFE1 + FCFE2 + FCFE3 + FCFE4 + FCFE5 + Terminal Value



   (1+k)       (1+k)2     (1+k)3     (1+k)4      (1+k)5             (1+k)5
Terminal Value

= [FCFE5 x (1+g)] / (k-g)

This price shock analysis will compare the pricing variance between two models: control model and adjusted model.  Naturally, in order to measure the price effect of a rate cut, we must hold the following model assumptions constant:

1. ABC has 100 shares of common stock outstanding;

2. ABC has a current FCFE of $100;

3. ABC will grow its FCFE at 18 percent over the subsequent four years before stabilizing at a perpetual growth rate of 5 percent;

4. Risk-free rate will be equal to short-term interest rates, 

5. ABC has a levered beta of 1.10; and

6. Equity risk premium is 7.42 percent.

The only variance between the two models will be a 50 basis point risk-free rate differential (4.25% v. 3.75%).

Control Model

First we must compute ABC’s cost of equity, which is the rate at which we will ultimately discount the future FCFEs and terminal value.  The cost of equity is calculated as follows:

Cost of Equity  
= .0425 + (1.10 x .0742)



           
= 12.41%






Next we must compute and sum the present values of ABC’s FCFEs and terminal value, and then divide that sum by the number of outstanding shares.  The price per share of ABC is calculated as follows:

Price per Share 
=       118      +      139       +      164       +       194      +      204       +      2,887       +                  



    (1+.1241)    (1+.1241)2    (1+.1241)3     (1+.1241)4    (1+.1241)5      (1+.1241)5


= $2,174/100 shares



= $21.74 per share
Adjusted Model

Again, we must first compute the cost of equity, in order to arrive at a discount rate.  The cost of equity is calculated as follows:

Cost of Equity  
= .0375 + (1.10 x .0742)



 

= 11.91%

Next we must compute and sum the present values of ABC’s FCFEs and terminal value, and then divide that sum by the number of shares.  The price per share of ABC is calculated as follows:

Price per Share
=       118      +      139       +      164       +       194      +      204       +      3,096        +                 



    (1+.1191)    (1+.1191)2    (1+.1191)3     (1+.1191)4    (1+.1191)5      (1+.1191)5


= $2,290/100 shares



= $22.90 per share
As illustrated by the aforementioned, after a 50 basis point rate cut, ABC’s stock price increased by $1.16 or 5.35 percent.  Furthermore, the price increase is exclusively attributed to the rate cut, and is not reflective of improved fundamentals.  On the other hand, if rates were to increase by 50 basis points, holding all other factors static, the price would drop to $20.72, which represents a 4.68 percent decrease.  

Long-Term Price Reaction (Rate Hike)
Now let’s analyze ABC’s long-term price reaction, assuming the Federal Reserve increased rates by 50 basis points.  As earlier mentioned, once the initial price shock (downward) occurs, economic forces may cause the price to deteriorate further.  In order to discern this behavior, we must analyze the string of events that take place subsequent to a rate hike.

As rates increase, foreign capital has a propensity to flow into the United States, in order to capitalize on higher real interest rates.  Preceding capital inflow, however, foreign countries must sell their own currencies, in order to buy dollars. The global synchronization of foreign currency sales and dollar purchases causes the dollar to appreciate, as demand increases and supply decreases.  

So, what does that have to do with the price of U.S. stocks?  Everything!

As the dollar appreciates, U.S. goods and services become progressively more expensive for foreign countries, companies and consumers alike.  Conversely, foreign goods and services become progressively less expensive for U.S. companies and consumers.  As soon as the price differential becomes large enough to offset any additional expenses such as higher transportation costs or tariffs, U.S. companies and consumers will spend more money on substitutable imports and less on domestic goods and services.  Correspondingly, foreign countries will either buy substitutable goods and services from other foreign countries or purchase more domestically.  

As the domestic trend of rising imports and decreasing exports persists, U.S. companies such as ABC, Inc. will experience a significant slowdown in sales.  Since ABC, Inc., like almost every other company, has some degree of fixed costs, a reduction in sales will compress profit margins.  In response to slowing sales and profit margin erosion, management will institute cost cutting strategies, which more often than not come in the form of restructuring or down sizing initiatives; consequently, increasing unemployment and weakening the economy further.  

As the economic domino effect prolongs, the economy will recede and stocks like ABC, Inc. will invariably decline, before stabilizing at price levels representative of their weakened fundamentals.  On the contrary, the opposite long-term effect will likely occur, if an interest rate cut was instituted.

As described above, stock prices have a tendency to move contradictory from interest rates, which indicates the existence of a strong negative correlation.  As to the degree at which prices move depends on a number of internal and external economic factors such as capital and operational structure, international exposure, the size of the rate change and the likelihood of additional interest rate changes.  

Remember, if you forget the economic theories embedded in this article over your lifetime of investing, don’t worry about it.  All you need to bear in mind, which every investor should be cognizant of, is the old Wall Street adage, “Don’t fight the Fed!” ■ 
This is a hypothetical example only, and not indicative of any specific investment.  Interest rate movements are one factor that may determine stock market fluctuation, but equity investing also involves other types of risks.
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