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In 1999, Warren Buffett wrote an 
article for Fortune Magazine. It 
caught investors’ eyes because he 
commented on markets in general as 
opposed to the merits of individual 
stocks, something he seldom 
did. In his opinion, markets were 
overvalued and due for a correction. 
A year later, the Dot.com Bubble 
burst and markets fell 50% over 
the ensuing two years. However, 
the purpose of the article was to 

give readers a history lesson. Between 1965 and 1980 US 
markets largely went sideways despite the US economy 
growing by 400% over that period. The reason behind this 
“anomaly” was because the rate on government bonds rose 
from 4% to 15% over the same period. Buffett argued that 
“interest rates act on financial valuations the way gravity 
acts on matter: the higher the rate, the greater the downward 
pull.” Inflation was tamed in 1981, and interest rates started 
to fall, which then prompted one of the biggest bull markets 
in history, from 1980 to 1999. (This paragraph is based on 
an article that appeared in the UK’s Daily Telegraph on 1st 
February 2022.)

Investors will know that interest rates have been at record 
lows for the past thirteen years, ever since the Global 
Financial Crisis in 2008/9. The US did try to normalize rates 
between 2017 and 2020, only to cut them again in the wake 
of the Pandemic. Generally speaking, the global economy 
has been underpinned by free money. But that is changing. 
Thanks to excessive bailouts over the Pandemic, coupled 
with supply chain disruptions and now war, inflation is 
rising, and rising fast. Inflation across the developed world 
is now at its highest for 40 years. Last year the debate was 

whether inflation was transitory or permanent. This year the 
debate is around the level at which it will settle. Despite the 
inflationary pressure, central banks have been accused of 
being asleep at the wheel. If that was the case, they are wide 
awake now. Rates are rising, and there is far more to come. 

The chart below shows the official interest rates across the 
three major economic regions. The solid lines are history, 
the dotted ones what is forecast over the next twelve 
months. Already, the UK has raised rates by 1% and the US 
by 0.75%. But this is only the start. Rates are forecast to rise 
to almost 3% and 2.75% in the US and UK respectively. 
Europe is lagging but won’t be far behind. This will be the 
highest level of global interest rates since the GFC. Rates 
in South Africa are rising as well but are still well within 
historic norms. We never joined the era of free money. 
Maybe that’s just as well. 
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SPEED READ
 � Markets are volatile as they react to higher 

inflation and consequently, higher interest 
rates.  

 � Warren Buffet described the relationship 
between interest rates and valuations as similar 
to the way gravity acts on matter. The higher 
interest rates go, the greater the downward 
pull on valuations. 

 � Valuations are falling globally, but offshore 
markets are far more vulnerable than SA. 

 � Volatility is nothing new and is here to stay. By 
sticking to a few simple principles, investors 
will continue to prosper. 

Markets have given investors a bumpy ride in May. At one point, the S&P 500 and the JSE All Share 
Index were down 5.6% and 7.8% respectively. By the end of the month, both indices had closed higher. 
That is quite some volatility. Looking around, its not hard to identify the culprits – Russia, oil prices, 
China’s zero-tolerance policy towards Covid, and loadshedding to name just a few. Certainly, these all 
have a role to play, insofar as they are all factors contributing towards supply disruptions and higher 
inflation. In turn, higher inflation is fueling panic amongst central banks. Having been accused of being 
asleep at the wheel, central banks are responding – aggressively. Interest rates are rising. The question 
is how by how much?

Michael
Porter
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Before I delve further into the consequences of higher rates, 
let me first explain the reason behind the inverse relationship 
between interest rates and equities. There are two reasons:

1. Interest rates set the floor for return expectations. The 
higher the return on a “risk-free” government bond, the 
better riskier assets, such as equities, have to perform to 
entice investors to buy them. 

2. The value of a share is equal to the present value of 
its future cash flows. In other words, investors estimate 
all the cashflows they might expect from an investment 
over its lifetime (dividends and sale value) and then 
discount them back to the present using the risk-free 
rate. If interest rates go up, the value of these future 
cashflows goes down, and generally so does the share 
price. 

This is a sobering moment. Interest rates are forecast to go 
higher, which implies that shares are heading lower. How 
can investors protect themselves? I have already explained 

how higher interest rates exert downward pressure on 
share valuations. It therefore follows that those companies 
most susceptible to higher rates are those with extreme 
levels of valuation. This makes perfect sense and is in fact 
exactly what has occurred so far this year. Tech companies, 
whose valuations seemed to defy gravity over the past two 
years, have come down to earth sharply. In contrast, those 

companies with more realistic valuations have performed 
far better. Nonetheless, the derating of equity markets is 
already well underway. The P/E ratio for the technology-
heavy Nasdaq Index has fallen from 54x to 39x over the 
past five months. Hardly cheap, but it’s still a derating of 
almost 30%. The broader S&P 500 has derated by 23%. 
Other global markets have fared similarly. 

The chart below shows the PE Ratio for both the S&P 500 
and the JSE All Share, going back to the turn of the century. 
A few observations immediately jump out:

1. The average PE ratio for the S&P since 2000 has been 
19.5x. That compares to 15.7x for the JSE.

2. The US market is above its long-term average (albeit 
marginally). But times of stress suggest that we should 
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Having enjoyed record low interest rates for more than a 
decade, investors are now facing the prospect of far higher 
rates as central banks react to higher inflation.
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SA never joined the era of free money. Our rates have always 
been far higher. A period of rising rates is also underway 
locally, but this only corrects for the Covid era. We are far from 
unchartered territory.

Interest rates are rising around the world and South Africa is 
not immune to the change in the weather.

“Those companies most 
susceptible to higher rates 

are those with extreme 
levels of valuation.”
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expect the PE Ratio to move below the average. 
In contrast, the JSE is trading near the bottom of its 
valuation range at a 28% discount to its own average. 

To reiterate my earlier question – what action should 

investors take? For a start, we should all acknowledge that 
investing in equities is always a bumpy road. Just refer back 
to the opening sentence of this newsletter. The JSE was 
down almost 8% mid-month, but it recovered all of that to 
close marginally higher. Hence the first lesson is never to 
panic. Knee-jerk reactions are seldom wise in hindsight. We 
reiterate this so often, because it’s a mistake made all too 
often. Secondly, invest in shares that have a solid valuation 
underpin. Don’t chase companies whose valuations are 
stretched or those that have too much debt, for those are 
the companies most vulnerable to changing interest rates. 
And finally, invest in shares with robust cash flows and by 
implication, robust dividends. In an environment where the 
potential for rerating is low, dividends become increasingly 
important and account for a far greater proportion of the 
total return. 

I trust this advice sounds familiar. It should do – we have 
espoused this philosophy for fifty years. In closing, the 
more things change, the more they stay the same. Markets 
continue to throw curve balls at investors. That is what 
investing is all about. But this too shall pass. By sticking 
to a few simple principles, your investments can emerge 
stronger than ever. 

Apple’s headquarters in Cupertino, California. Apple, along with many other tech stocks in the Nasdaq, has re-rated in 2022.
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Valuations for the US and SA markets are poles apart. US 
valuations are still elevated whereas those in SA are trading at the 
bottom of their long-term range.



We are pleased to announce our next seminar, scheduled 
for early June. This seminar will focus on financial planning, 
specifically the tools and attitude required to build an 
investment mindset.
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For more information on the range of products and services 
offered by Harvard House Investment Management and its 
associated companies (including Harvard House, Chartered 
Accountants), or for any financial advice, please contact the 
Company at:

HARVARD HOUSE GROUP
G 3 Harvard Street, Howick, 3290, South Africa

+ P.O. Box 235, Howick, 3290, South Africa

( +27 (0) 33 330 2164

7 +27 (0) 33 330 2617

@ admin@hhgroup.co.za

W www.hhgroup.co.za

CONTACT DETAILS:

Topic: Building an 
Investment Mindset

Natal Midlands
Date: 9 June 2022
Venue: Oasis Conference Centre,

72 Main Road, Howick
Morning Time: 10am for 10.30am
Evening Time: 5.30pm for 6pm

Johannesburg
Date: 14 June 2022
Venue: Rosebank Union Church, Cnr 

William Nichol and St Andrews 
Road, Hurlingham

Time: 7am for 7.30am

Harvard House is on Facebook

Harvard House is on YouTube

https://www.facebook.com/HarvardHouseSouthAfrica
https://www.youtube.com/channel/UCMmM_c5RjK5P-IdRN3JOh7A
https://www.facebook.com/HarvardHouseSouthAfrica
https://www.youtube.com/channel/UCMmM_c5RjK5P-IdRN3JOh7A

