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All the Children Are  
Above Average
“Well, that’s the news from Lake Wobegon, 
where all the women are strong, 
all the men are good-looking, 
and all the children are above average.” 
                                               – Garrison Keillor, “A Prairie Home Companion” 

One might think the fact that words are etched onto a printed page would 
offer them some sort of permanence, but this is simply not the case; time and 
tide often alter their meaning. The once popular masculine names of Ashley 
and Leslie are now common names for women, and I am still not sure if the 
person who commented on my “fierce” haircut the other day meant it as  
a compliment.

And so it is that radio legend Garrison Keillor must have been peeking around 
the curve when he recognized that being “average” would someday no longer 
be a neutral concept; in fact, average is now almost disrespectful. Does anyone 
have a desire to dine at an average restaurant despite the fact that it is by 
definition better than half of all food establishments?

The attraction of average

For better or worse, most financial managers’ analytical tools are not nearly 
as pliable as their language skills since we often anchor ourselves to some 
long-term average until we either claim the mantle of victory or are carried 
out on a stretcher.

This anchoring effect explains why term surface risk vectors tend to rotate 
around a long-term average. This is a fancy way of saying that the forward 
value of many liquid assets tends to cling to its average price, and as such, there 
is an implicit validation in the concept of “regression toward the mean.”
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Actually, upon reflection, that was not a simpler explanation 
– maybe some colorful graphs and charts will help. 

Figure 1 plots four snapshots of the implied volatility (IVol) term 
surface (IVol for different expirations) on the 10-year swap 
rate. The shamrock line represents the term surface on 7 
March 2008. On that date, a one-month option had an IVol 
of 174 nv (nv is normal volatility or basis point volatility, a 
standard measure) while the five-year option had an IVol of 
106 nv. (Think of implied volatility as the cost of interest rate 
insurance.) This downward-sloping term surface implied that 
a six-month option in six months would cheapen from 150 
nv to approximately 120 nv (its forward value).

FIGURE 1: FIVE-YEAR TERM SURFACES FOR OPTIONS ON THE 10-YEAR 
SWAP RATE

Source: CS LOCUS as of dates shown
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Lower down in Figure 1, the catalina line is a snapshot of the 
term surface almost five years later on 29 April 2013. At this 
local IVol low, the one-month option closed at an IVol of 56 
nv while the five-year option closed 60% higher at nearly 90 
nv. This steeply sloped surface produced forward values that 
pointed to much higher implied volatilities in the future. And 

while the melon line and umber line are not as extremely 
sloped, all four term surfaces share the notion that implied 
volatility in the future appears to “mean revert” toward 
someplace slightly above 100 nv – and this is indeed  
what occurred.

As evidence, look no further than Figure 2, where the orchid 
line is the 20-year history for one-year options on the 10-year 
rate. Its long-term average of 104.5 nv is generally where 
forward volatilities have converged, and almost by definition, 
is the inflection level where the term surface will invert in a 
high-volatility environment.

FIGURE 2: HISTORY AND LONG-TERM AVERAGE OF ONE-YEAR 
OPTIONS ON THE 10-YEAR RATE

Source: CS LOCUS as of 26 January 2015
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Stock options paint a similar picture

It may come as no surprise that we find a similar pattern with 
respect to the options on the S&P 500 Index (see Figure 3). 
The apricot, cameo, and jungle lines from April 2002, March 
2011 and December 2014 all produce forward implied 
volatilities that point toward 20ish.
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FIGURE 3: S&P 500 INDEX IMPLIED VOLATILITY TERM SURFACE

Source: CS LOCUS as of dates shown
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Then, as consistently as the 3:10 train to Yuma arrives on time 
for tea, the pinot line is a 20-year history of implied volatility 
on six-month S&P options with an average of 20.3%. 

FIGURE 4: S&P 500 SIX-MONTH IMPLIED VOLATILITY

Source: CS LOCUS as of 23 January 2015
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In fact, many investment strategies revolve around establishing 
averages and baseline levels, creating a framework for 
selecting assets that will revert to their long-term value. This 
is why a term surface illustration can be so useful; it may help 
identify a long-term average.

How long is long-term?

So in a slight digression, this is why it was stunning that many 
large Wall Street banks seemed to have developed a case of 
temporary amnesia in the early 2000s, when they loaded their 
balance sheets with mortgage bonds despite a near doubling 
of real home prices (see Figure 5). Before the bubble, real 
home prices were contained within a relatively tight band. 

FIGURE 5: REAL HOME PRICE INDEX
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Source: Robert Shiller / Haver Analytics as of August 2014

Of course, the classic problem with trading against an 
established long-term average is that prices can stay 
irrational longer than many investors can remain solvent. 

Yet while arriving too early to an investment idea can lead to 
rude returns, somewhat similar to ringing your dinner party 
host’s doorbell before the appointed hour, trading early still has 
potential to be ultimately profitable if effectively managed via 
proper sizing and superior structuring. This is in stark contrast 



Fic tem ut latibea non nam audae officient volo to voluptas eos 
aut qui totatiorepe conse nos aut faventem
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to the less common but ultimately greater problem that can 
result in huge losses: failing to recognize a secular change that 
has shifted the long-term average, in other words, that rare 
occasion when it truly is “different this time.”

Thus the question haunting so many grizzled bond investors: 
Will U.S. interest rates eventually return to their much higher 
long-term (average) level, or are interest rates now 
permanently lower?

Swap rates may signal a new era 

Figure 6 displays an interesting contrast between the rather 
stable brandeis line of the five-year forward five-year swap rate 
from the decade starting in 2001, and the distinctly volatile 
venetian line of the spot two-year swap rate. While the 
two-year spot rate twice traversed a range of over 500 bps, 
the five-year, five-year-forward rate gently rotated around its 
5.45% average. 

FIGURE 6: A STABLE 5-YEAR FORWARD 5-YEAR SWAP RATE VERSUS A 
VOLATILE SPOT 2-YEAR SWAP RATE

Source: CS LOCUS as of 31 December 2010   
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These gyrations are fundamentally similar to how most term 
surfaces configure to anchor the forward value near the 
long-term average. So despite the fact that by early 2011 the 

Federal Reserve had maintained policy rates pinned to zero 
for over two years, the five-year, five-year-forward was still 
bouncing around 5.25%.

Fast-forward to when the world’s major central banks have 
employed QE on a massive scale, and suddenly the financial 
markets are digesting the notion that maybe PIMCO’s New 
Neutral is more than just a fancy phrase.

Figure 7 is an extension of Figure 6, commencing in July 2011, 
soon after the start of the Fed’s second round of QE. While 
the spot two-year rate is basically unchanged, the five-year, 
five-year-forward rate is rotating around an average that is 
200 bps lower.

FIGURE 7: A LOWER EXPECTED RANGE OF RATES

Source: CS LOCUS as of 26 January 2015   
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While one could argue that this is a QE residual, the 
counterpoint observation is that this forward rate has 
declined nearly 50 bps since the Federal Reserve purchased its 
last bond. Further confounding is the fact that interest rate 
implied volatility has risen by 15% since the end of QE, an 
event usually associated with a steeper curve and a higher 
forward rate. (See the October 2014 Viewpoint, “Financial 
Market Cognitive Dissonance.”)
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Implications for markets and investors

If it is indeed the case that the long-term rate structure has 
been significantly reduced, and that the yield curve is creating 
forward rates that now rotate around a “new average” rate 
that is substantially lower, then there are myriad implications.

Foremost is the level at which the yield curve will invert, as 
this tends to mark the peak of a Fed hiking cycle. The current 
rate profile, supported by the pricing structure of various 
option-linked derivatives, indicates the yield curve may likely 
invert near 3.50%, about 200 bps lower than the previous 
two cycles.

Second, it is likely that the average level of implied volatility will 
be 10% to 15% lower. Remember that IVol can be thought 
of as the cost of interest rate insurance. If the “new average” 
interest rate is now closer to 3.25% instead of 5.25%, then 
the range of outcomes (and potential losses) will likely be 
smaller, and thus the cost of insuring against adverse 
outcomes will likely be lower.

This transition may have already occurred as the IVol term 
surface (the apricot line in Figure 8 below) has inverted at 
90 nv, or about 15% lower than its long-term average.

FIGURE 8: U.S. 10-YEAR TREASURY RATE IMPLIED VOLATILITY  
TERM SURFACE

Source: CS LOCUS as of 16 January 2015
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Another spillover effect would be tighter credit spreads,  
as IVol is a primary input into valuation models.

Finally, equities may continue to rise as price-to-earnings (P/E) 
multiples have room to expand to incorporate a lower discount 
factor. We would highlight that it is precisely the relationship 
between earnings, dividends and interest rates that supports 
our overall favorable view on European equities (see the 
November 2014 Viewpoint, “The Tortoise and the ECB”).

That’s the news from the PIMCO trading floor, where all the 
portfolios are strong, all the managers are good-looking, and 
we hope that all the returns are above average.



Newport Beach Headquarters
650 Newport Center Drive  
Newport Beach, CA 92660 
+1 949.720.6000

Amsterdam

Hong Kong

London

Milan

Munich

New York

Rio de Janeiro

Singapore

Sydney

Tokyo

Toronto

Zurich

pimco.com

15-0130-GBL

Past performance is not a guarantee or a reliable indicator of future results.  All investments contain risk and may lose value. Derivatives may involve certain costs and 
risks, such as liquidity, interest rate, market, credit, management and the risk that a position could not be closed when most advantageous. Investing in derivatives could lose more than the 
amount invested. Investors should consult their investment professional prior to making an investment decision.

Statements concerning financial market trends or portfolio strategies are based on current market conditions, which will fluctuate. There is no guarantee that these investment strategies will 
work under all market conditions or are suitable for all investors and each investor should evaluate their ability to invest for the long term, especially during periods of downturn in the market. 
Forecasts, estimates and certain information contained herein are based upon proprietary research and should not be interpreted as investment advice, as an offer or solicitation, nor 
as the purchase or sale of any financial instrument. Forecasts and estimates have certain inherent limitations, and unlike an actual performance record, do not reflect actual trading, 
liquidity constraints, fees, and/or other costs. 

Hypothetical and simulated examples have many inherent limitations and are generally prepared with the benefit of hindsight. There are frequently sharp differences between simulated results 
and the actual results. There are numerous factors related to the markets in general or the implementation of any specific investment strategy, which cannot be fully accounted for in 
the preparation of simulated results and all of which can adversely affect actual results. No guarantee is being made that the stated results will be achieved.

This material contains the opinions of the author but not necessarily those of PIMCO and such opinions are subject to change 
without notice. This material has been distributed for informational purposes only and should not be considered as investment 
advice or a recommendation of any particular security, strategy or investment product. Information contained herein has been 
obtained from sources believed to be reliable, but not guaranteed. 

PIMCO provides services only to qualified institutions and investors. This is not an offer to any person in any jurisdiction 
where unlawful or unauthorized. | Pacific Investment Management Company LLC, 650 Newport Center Drive, 
Newport Beach, CA 92660 is regulated by the United States Securities and Exchange Commission. | PIMCO Europe Ltd 
(Company No. 2604517), PIMCO Europe, Ltd Amsterdam Branch (Company No. 24319743), and PIMCO Europe Ltd - Italy 
(Company No. 07533910969) are authorised and regulated by the Financial Conduct Authority (25 The North Colonnade, 
Canary Wharf, London E14 5HS) in the UK. The Amsterdam and Italy Branches are additionally regulated by the AFM and 
CONSOB in accordance with Article 27 of the Italian Consolidated Financial Act, respectively. PIMCO Europe Ltd services 
and products are available only to professional clients as defined in the Financial Conduct Authority’s Handbook and are not 
available to individual investors, who should not rely on this communication. | PIMCO Deutschland GmbH (Company No. 
192083, Seidlstr. 24-24a, 80335 Munich, Germany) is authorised and regulated by the German Federal Financial Supervisory 
Authority (BaFin) (Marie- Curie-Str. 24-28, 60439 Frankfurt am Main) in Germany in accordance with Section 32 of the 
German Banking Act (KWG). The services and products provided by PIMCO Deutschland GmbH are available only to 
professional clients as defined in Section 31a para. 2 German Securities Trading Act (WpHG). They are not available to 
individual investors, who should not rely on this communication. | PIMCO Asia Pte Ltd (501 Orchard Road #09-03, 
Wheelock Place, Singapore 238880, Registration No. 199804652K) is regulated by the Monetary Authority of Singapore as a 
holder of a capital markets services licence and an exempt financial adviser. The asset management services and investment 
products are not available to persons where provision of such services and products is unauthorised. | PIMCO Asia 
Limited (Suite 2201, 22nd Floor, Two International Finance Centre, No. 8 Finance Street, Central, Hong Kong) is licensed 
by the Securities and Futures Commission for Types 1, 4 and 9 regulated activities under the Securities and Futures 
Ordinance. The asset management services and investment products are not available to persons where provision of such 
services and products is unauthorised. | PIMCO Australia Pty Ltd (Level 19, 363 George Street, Sydney, NSW 2000, 
Australia), AFSL 246862 and ABN 54084280508, offers services to wholesale clients as defined in the Corporations Act 
2001. | PIMCO Japan Ltd (Toranomon Towers Office 18F, 4-1-28, Toranomon, Minato-ku, Tokyo, Japan 105-0001) 
Financial Instruments Business Registration Number is Director of Kanto Local Finance Bureau (Financial Instruments Firm) 
No.382. PIMCO Japan Ltd is a member of Japan Investment Advisers Association and The Investment Trusts Association, Japan. 
Investment management products and services offered by PIMCO Japan Ltd are offered only to persons within its respective 
jurisdiction, and are not available to persons where provision of such products or services is unauthorized. Valuations of assets 
will fluctuate based upon prices of securities and values of derivative transactions in the portfolio, market conditions, interest 
rates, and credit risk, among others. Investments in foreign currency denominated assets will be affected by foreign 
exchange rates. There is no guarantee that the principal amount of the investment will be preserved, or that a certain return 
will be realized; the investment could suffer a loss. All profits and losses incur to the investor. The amounts, maximum 
amounts and calculation methodologies of each type of fee and expense and their total amounts will vary depending on 
the investment strategy, the status of investment performance, period of management and outstanding balance of assets 
and thus such fees and expenses cannot be set forth herein. | PIMCO Canada Corp. (199 Bay Street, Suite 2050, Commerce 
Court Station, P.O. Box 363, Toronto, ON, M5L 1G2) services and products may only be available in certain provinces or 
territories of Canada and only through dealers authorized for that purpose. | PIMCO Latin America Edifício 
Internacional Rio Praia do Flamengo, 154 1o andar, Rio de Janeiro – RJ Brasil 22210-906. | No part of this publication may be 
reproduced in any form, or referred to in any other publication, without express written permission. PIMCO is a trademark 
or registered trademark of Allianz Asset Management of America L.P. in the United States and throughout the world. THE NEW 
NEUTRAL and YOUR GLOBAL INVESTMENT AUTHORITY are trademarks or registered trademarks of Pacific Investment 
Management Company LLC in the United States and throughout the world. ©2015, PIMCO

Biography

Mr. Bassman is an executive vice president and portfolio 
manager in the Newport Beach office, focusing on convexity 
products. Prior to joining PIMCO in 2014, he was a senior 
member of Credit Suisse’s global rates business. Prior to that, 
he was with Merrill Lynch for 26 years in a variety of senior 
roles, including creating, marketing and trading a wide range 
of derivative and structured products. Mr. Bassman helped 
create the trademarked OPOSSMS and PRESERV mortgage risk 
management products and helped design the MOVE Index, 

the benchmark interest rate volatility gauge. Subsequently, 
he managed the firm’s North American mortgage-backed 
securities and structured finance trading group and helped 
build the RateLab, the firm’s full-spectrum U.S. rates trading 
desk strategy group. He has 31 years of investment experience 
and holds an MBA from the University of Chicago and a 
bachelor’s degree in management science from the University 
of California, San Diego.


