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dollar circulates around the economy.!' The velocity
of money held pretty steady throughout the 1960s,
70s and 80s, before spiking higher in the 1990s,
only to begin a 20+-year decline (Chart 14).

At the same time, the amount of money added to the
economy had grown at a reasonably consistent 6%

p.a. from 1980 to 2019 (Chart 15). Inflation fell dur-
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drop in its velocity. In fact, velocity bottomed at 1.10
in Q2 2020 and has risen slightly to 1.115 since.
This huge jump in money supply (M) multiplied by a
steady velocity of money (V) translates to higher in-
flation (P). And indeed, that is what we have seen: the
highest inflation since the 1980s (Chart 16).

Americans are flush with cash and want to spend it.
Thus the demand to hold cash is falling at a time
when the supply of money is rising. This is what is
driving inflation. The Fed must reduce the supply of
money in-line to the demand to hold it. It is late in
doing so, which they have acknowledged. The risk
for investors is that the Fed continues to fall behind the
supply/demand for money, by moving too slowly to
tighten policy, thus ensuring that higher inflation is
more persistent than desired. Investors do not believe
this will be the case, as implied inflation for the next
ten years is just 2.5%. But there are reasons to think
the Fed will act slowly to tighten monetary policy,
raising the risks of higher inflation, making a chal-
lenging period to come for investors even more diffi-
cult.
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aluation is one important headwind for inves-
tors. Both stocks and bonds are in the highest

V

good reasons for high valuations: low inflation and

valuation percentiles in history. There are

high profits, primarily. High valuation does not neces-
sarily mean bubble or imminent crash, but it will be
very hard to generate high returns from this starting
point. As noted, many of the very favorable trends of
the past few decades—lower taxes, globalization,
technology—could reverse. A global minimum tax
has been agreed to, political pressures are building
to redistribute income and to shorten supply chains
by onshoring manufacturing and processes. Profit
growth could slow as inflation picks up, a reversal of
the favorable macroeconomic conditions that sup-
ported some of the best financial returns in history.

High valuation in bonds means not only lower future
returns, but also heightened risk from two fronts. For
much of the past twenty years, bond returns have
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been negatively correlated with equity returns (Chart
17). This negative correlation is hugely beneficial in
portfolio construction as bonds have dampened equi-
ty volatility. Correlation has been turning less nega-
tive for the past two years, and bonds offer less diver-
sification in portfolios accordingly.

The very low yields (high valuations) of bonds also
translate into a less effective hedge during equity
declines. As we noted a year ago,'? rather than off-
setting the February-March 2020 equity sell-off, in-
vestment-grade bonds actually lost value in this same
period as equities fell, amplifying losses for investors.
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Investors focus on equity declines because they can
be sharp and steep and recoveries can be long. Fol-
lowing the tech bubble in 2000, equity investors did
not recoup their investment until 2013."3 For the past
forty years, high-quality bonds have provided strong
absolute returns as yields have fallen to record lows
as inflation was squeezed out of the economy. But
inflation is the scourge of bond investors, and in real
terms,'“there have been previous periods where
bond investors waited years to recover, including
more than 45 years following the Second World
War (Chart 18).

12 hitps:/ /www.angelesinvestments.com
/insights/angeles/a-new-framework-
to-strategic-asset-allocation

13 The Global Financial Crisis of 2008
rudely interrupted the recovery.
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that matter.

13



Angeles

4 2001 - 20 YEARS - 2021 W

Investors must be able to see the environment through
the appropriate lens of macroeconomic and socio-
political forces, for these are the forces that determine
what future returns will be and where the risks are
greatest. Those forces are shifting today.

asan ibn Al-Haytham was born around 965
H C.E. in Basra, now southern Iraq. He studied

to become a religious scholar, but mathemat-
ics was his true love. He was frustrated that he could
not resolve the Sunni-Shi'a theological differences'?
with logic or math,'®and turned his attention to engi-

neering.

Egyptians have sought to control the flooding of the
Nile for millennia, and ibn Al-Haytham believed he
could construct a hydraulic project at Aswan that
would achieve this dream of the Pharaohs. The Fati-
mid caliph of Cairo'” heard of ibn Al-Haytham and
invited him to Egypt to lead the project.

We don’t know why Hasan ibn Al-Haytham thought
he could build a dam at Aswan. We don't know if he
had ever been there or had just studied drawings.
Either way, he arrived in Cairo to receive his orders
and money, and traveled up the Nile to Aswan to
begin work.
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After a few months, it became clear to ibn Al-
Haytham that whatever his ideas for a dam were they
were not going to work. Egypt would have to wait a
thousand years for a dam at Aswan.'® Unfortunately,
the caliph was not inclined to wait a thousand years,
and promptly threw ibn Al-Haytham into prison to
await his death. The caliph did not take disappoint-
ment well.

Ibn Al-Haytham knew that religious law prohibited
killing the insane, and so he feigned madness. By
doing so, he was allowed to live in protective custo-
dy, essentially, house arrest.

One day in his darkened room, he noticed a light
shining through a pinhole that projected an image of
the outside world onto his wall. He realized that the
outside image was lit by the Sun, that light travels in
straight lines, and that we see when those light rays
pass through our eyes. Over ten years, he built lenses
and mirrors to conduct experiments proving his theo-
ries of light and vision, filling seven volumes that he
called the Book of Optics.!?

Proving that light rays entered the eye was impres-
sive, overturning the thousand-year notion of how we
see by rays emitted by the eye (Euclid) or by objects
themselves (Aristotle). Ibn Al-Haytham still needed to
explain how light entering the eye causes us to see,
and in the Book of Optics we have the oldest dia-

-
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Originally over the line of succession to the Prophet Muhammed, and then
different interpretations of Sharia law. | am not a trusted source of religious
advice, however.

He wrote:” | am now convinced that...whatever differences exist between
various sects are based not on the basic tenets of faith or the Ultimate
Reality but on sociological content.”

17" Al-Hakim bi-Amr Allah.

E3

The Aswan Low Dam was completed in 1902, and the Aswan High Dam
was completed in 1970.
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gram ever made of the eye and its connections to the studied it. But the greatest contribution to science Ha-
nervous system (see cover photo), thus proving how light san ibn Al-Haytham made was the invention of the

is ransported from the eye through the optic nerves to scientific method, proof through experimentation and
the brain to be interpreted as an image. observation. In this respect, he may be called the First
He also proved through experimentation that visual con- Scienfist

trast was important in what we see, that the color of an Hasan ibn Al-Haytham taught us to see the world as
object varies with the color of its surroundings and that it is, to seek truth empirically. This is what we must do
the brightness of the Sun explains why we can't see the as investors, especially as the world around us is
stars during the day. The Book of Optics was hugely changing so fundamentally. We must follow the path
influential for hundreds of years; Johannes Kepler and Hasan ibn Al-Haytham lit for us.

Leonardo da Vinci were among the great scientists who
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Founded in 2001, Angeles Investment Advisors LLC is a global investment management firm
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without the consent of Angeles Investment Advisors, LLC.

If you would like to receive a copy of our Form ADV Part 2A free of charge, please email Steve
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