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It is funny how an issue can bubble 
under the surface for ages, seemingly 
ignored by markets, only for it to 
suddenly surface with resultant 
havoc. We have been cautioning for 
some time that interest rates would 
rise in the US during 2022 given 
that inflation is currently hitting 40-
year highs in that country. It is not 
only the US. Inflation is at multi-
year highs in the UK and Europe, 
and those central banks have also 

signalled their intent to start normalizing interest rates. This 
is not news, but the market had become complacent about 
the timing and rate at which rates would rise. A common 
view was that given exceptional debt levels, any increases 
would be slow and measured. 

The US Federal Reserve put paid to that theory last week. 
Having spent much of 2021 trying to convince itself that inflation was just transitory, they finally admitted that 

inflation was more persistent than feared and action is 
necessary. Cue a sharp rise in US government bonds and an 
expectation now that the US Federal Funds rate would be 
raised 5 times this year. It is worth appreciating that yields 
on US 2-year bonds have risen from 0.73% at the end of 
December to almost 1.2% now. That is a decline of 65% in 
less than a month. Consequently, markets have taken fright. 
Having been the darling of the investment world for the past 
three years, the Nasdaq Index is down 15% this month. The 
broader S&P 500 is down a slightly more palatable 10% - 
but in itself still a huge move in such a short space of time.

Before we unpack the consequences, let’s go back and 
revisit why inflation has risen so much? There are three key 
reasons:

1. Wages. One of the unintended consequences of 
government bailouts during the Pandemic was that it 
made workers reappraise their jobs and their self worth. 
Having been paid to “stay home”, many workers were 
reluctant to return, and when they did, demanded 
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 � Markets around the world finished 2021 

at record highs, but that momentum has 
dissipated fast. 

 � We have warned previously that higher interest 
rates may force investors to reconsider their 
positions in “growth” sectors, especially 
technology. Russian sabre-rattling has also not 
helped. 

 � Nonetheless, the outlook for global growth 
remains robust as Omnicron fades and 
countries adopt more pragmatic solutions. 

 � Use the volatility to accumulate high-quality 
businesses, both within the tech sector and the 
“old economy”.

Markets globally finished 2021 on a high and that momentum continued into the first week of the new 
year. But that now seems like a long time ago. Over the past three weeks, volatility has soared and 
markets, especially those in the US, have tumbled. So far, SA has fared well by comparison. This week 
we touch on the reasons behind the sell-off and ask whether this is the start of something bigger?
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Where longer-term interest rates go, short term ones are sure 
to follow. The bond market is pricing in aggressive hikes over 
the next year, which is causing a knock-on impact to the equity 
market.
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significantly higher salaries. This is evident across the 
economy – from high-flying professional jobs to manual 
labour – and has been referenced by many companies 
as they present results. Consequently, wages are rising. 
We believe this will continue for a while. 

2. The supply chain. Global disruptions caused shortages 
of everything and anything last year. Shortages pushed 
up prices as customers raced to secure a limited supply. 
There is ample evidence recently that the supply chain 
is starting to normalize, and hence we expect this 
pressure on inflation to abate as the year progresses. 

3. Russian sabre rattling with Ukraine is not helping. Oil 
prices are at their highest since 2014 on fears of major 
disruptions should war break out. It’s hard to predict the 
outcome, but we expect oil prices to remain elevated on 
stronger global growth even if geopolitics settles down

It does appear that higher inflation is here for a while, so 
we shouldn’t be surprised that interest rates are rising. Why 
then have markets, and in particular, technology stocks, 
reacted so badly? The key reason is that interest rates are 
a key variable in the valuation of equities. The higher the 
interest rate, the lower the valuation. This applies to all 
shares, but it is particularly acute for shares with extreme 
valuations relative to their profitability. Goldman Sachs 
have an Index that tracks the performance of non-profitable 
technology shares. Relative to their more profitable peers, 
this group of companies is now 
trading back at the same levels 
as before the pandemic started. 
That is quite a retreat given the 
scale of outperformance in those 
early pandemic days. In contrast, 
“old economy” sectors have held 
up well because valuations were 
not only far less demanding but 
earnings growth remains robust. 

Where to from here? Is this the start of a bigger correction 
or bear market? We don’t believe so, for a few key reasons. 
Firstly, global growth remains robust. Actual data for 
Q4 2021 being released at the time of writing points to 
better global growth than feared, despite the impact of 
Omnicron on December activity. Looking ahead, the global 
economy is forecast to grow by 4.6%, a robust rate under 
any circumstances. Secondly, this global growth will be 
supported by an easing of the global supply chain, which in 
turn will prompt a period of restocking. Last year inventories 
were drawn down to the bone in reaction to shortages, and 
companies have learnt their lesson. It is good to have a little 
extra in the cupboard, in case of emergencies. We expect 
restocking to boost manufacturing, but consumer demand 
should also remain strong. Thirdly, strong GDP growth is 
translating into strong earnings growth. US profits have 
already grown by 3% for the year to date as companies 

start the reporting season. Growth for the rest of the year is 
forecast to be 19%. That is a huge underpin to the market.

Nonetheless, we do believe that investors need to tread 
carefully. Stocks with little or no profitability are vulnerable 
to further downward pressure. Fortunately, this is not the 
focus of our portfolios. Our investment philosophy favours 

profitable companies with strong 
balance sheets, strong cash 
flows and healthy dividends. To 
date, these sectors have strongly 
outperformed technology. In 
a world of strong growth and 
rising inflation, we believe that 
“older economy” shares are well 
placed to weather any turmoil. 
Consequently, we will use any 
volatility in markets to build 

positions in high-quality companies, including highly 
profitable technology companies such as Microsoft where 
weakness offers a compelling entry point. 

This article has focused on US markets given the adage that 
“when Wall Street sneezes, the rest of the world catches a 
cold.” Trends in America tend to unfold elsewhere too. SA 
markets have not been immune to the volatility, but some of 
this is also due to the sharp rally in December – definitely 
a case of “too much too soon.” We remain cautiously 
optimistic that our growth momentum is improving – 
based on steady reform, an improving consumer outlook, 
better investment spending, and recovery from Covid in 
key sectors such as tourism. Hence our approach to SA 
portfolios is, unsurprisingly, the same as for offshore. We 
will use volatility to invest as we believe that equities will 
deliver far better returns than cash this year. 

“..global growth will be 
supported by an easing of the 
global supply chain, which in 
turn will prompt a period of 

restocking.”
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Forecasts for '22 and '23

Earnings have recovered sharply from the Covid-induced 
recession, but there is more to come. Earnings are forecast to 
grow by 19% over the next 12 months, and a further 10% for 
the 12 months thereafter.



Our seminar schedule for 2022 will be published shortly 
Watch this space
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CONTACT DETAILS:

Topic: To be confirmed

Natal Midlands
Date: TBC
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