
 

 

Tesla’s stock rose eightfold in 2020, generating 
an extraordinary return in a year full of 
uncertainty. Its gain was uncorrelated with an 
increase in earnings, seemingly confounding the 
rules of financial markets and prompting market 
participants to consider what implications of 
Tesla are for investing.  

Stock prices are set by the trading between buyers 
and sellers and new information is reflected in the 
stock price immediately as buyers and sellers begin 
trading on it. This process makes stock prices our 
best prediction of the future. Markets price securities 
to provide investors adequate compensation for 
bearing uncertainty. Differences in uncertainty 
across companies result in differences over how forecast cash flows are valued today and are 
reflected in the discount rate applied to them by investors. This discount rate is the investor’s 
expected return. When the discount rate is high, prices are low relative to expected cash flows 
and expected returns are high.  

It is expected that investors will continue to apply different discount rates to stocks with different 
exposure to uncertainty. This is the intuition behind the value premium. Value stocks are those 
with low prices relative to some fundamental measure of firm value such as forecast net cash 
flows. Empirical research using almost 100 years of data <here> show that the average annual 
return of value stocks is 3-4 per cent higher than that of growth stocks. 

Investment returns have two parts: the expected return and the unexpected return. The expected 
return is the best guess of what will happen based on all the information currently available. The 
unexpected return is the surprise, the difference between what does happen and what was 
expected. We will never know with certainty the reason any stock’s price changes, but we can 
infer two things with confidence. First, an eightfold return in a year is unexpected. Second, if you 
viewed Tesla as a growth stock with a low expected return at the start of 2020, it’s reasonable to 
view it as an even lower expected return growth stock after such a price increase.  

https://www.dimensional.com/ca-en/insights/an-exceptional-value-premium


 
The bottom line is that previously unknown 
information and changes in investor 
preferences will change prices and determine 
realized returns each day. More, that the 
longer the investment time horizon, the 
higher the probability that value stocks will 
outperform growth stocks. This effect would 
disappear if the expected return of all stock 
was the same. Some things are certain in 
investing: the future is uncertain and the level 
of uncertainty is not the same for all stocks.  

Be safe, be well! 
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