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Low volatility and a flat yield curve 
are the steady states of being in fixed 
income today. The Interest Rate Vola-
tility and Inflation Hedge ETF (IVOL 
on the Big Board), which started trad-
ing on Tuesday, is for anyone who ex-
pects, or dreads, a reversal of those fa-
miliar conditions. 

“The main thing we’re doing,” the 
progenitor of the fund, Nancy Davis, 
tells colleague Fabiano Santin, “is op-
tions on the shape of the yield curve. 
So it is long fixed-income vol. We make 
money in a steeper environment or 
when interest-rate vol increases.” 

Davis, an alumna of Goldman Sachs 
(where she once headed credit, de-
rivatives and over-the-counter trad-
ing in the firm’s proprietary trading 
group), founded Quadratic Capital 
Management, LLC in 2013. Quadrat-
ic, of Greenwich, Conn., specializes in 
asymmetric options strategies—when 
you win, you win big, but when you 
lose, you lose small, is the theory of 
the thing. 

Davis says that IVOL will invest at 
least 80% of its assets in TIPS, the 
Treasury’s inflation-protected securi-
ties. It’s not something that she’s es-
pecially happy about, but, she says, to 
conform to the dicta of the Investment 
Company Act of 1940, a fund must hold 
substantial liquid assets. The business 
part of IVOL is the residual 20%, the 
portion devoted to options whose value 
varies with the shape of the yield curve. 

IVOL charges a fee of about 1%. In-
vestors can expect to receive a monthly 
check consisting of their pro rata share 
of the income generated by the TIPS 
and the capital gains (if any) thrown off 
by the options. 

“Ideally, however,” Santin contin-
ues, “in such a scenario the investor 
would more than offset these losses 
with gains in the option portion of the 
fund—which would also consequently 
make the roughly 1% management fee 
look negligible.”

As the fund is actively managed, Da-
vis is free to cherry-pick points in the 
yield curve that she thinks will widen. 
With that said, she tells Santin, she ex-
pects to concentrate on the difference 
between the 10- and 2-year Treasurys. 
As IVOL debuts and as Grant’s goes to 
press, that spread stands at 21 basis 
points, lowest since 2007. Historically, 
during heavy equity sell-offs, the curve 
steepens—the 1987 crash being a no-
table exception (see the nearby graph). 

Santin provides some words of 
warning: “If the yield curve inverted 
or remained flat, those steeper op-
tions could expire worthless—per-
haps, for that reason, the fund is 
better seen as a hedge than as an 
investment. Then, too, TIPS could 
sell off as inflation expectations rise. 
That would occur in the context of a 
rise in real yields from the 0.5% cur-
rently prevailing—a 100 basis-point 
rise in the yield on TIPS would cost 
the investors up to 7.4% based on the 
duration of the TIPS portfolio and 
the fund’s exposure to it. (Davis is 
using off-the-shelf TIPS exposure 
furnished through Charles Schwab’s 
TIPS exchange-traded fund, SCHP 
on the NYSE Arca.) 

For steeper and choppier 
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A more hopeful precedent was the 
steepening between August and No-
vember 2007—in four months, the 
difference between the 10- and 2-year 
yields widened by 80 basis points, to 
a full percentage point. Such a lurch, 
should it occur today, could deliver a 
fourfold return on the option portion of 
the investment  (even without reckon-
ing on the gains to be harvested from 
a potential parallel increase in implied-
options volatility). Or, if the gods 
frown, the curve could freeze and one’s 
money could go to options heaven. 

“The vol that we’re buying is sig-
nificantly cheaper than any of the 

listed type,” says Davis, who spent a 
year designing the fund. “If you look 
at the listed options market for Trea-
surys, or the TLT (iShares Barclays 
20+ Year Treasury Bond ETF), it’s 
2½ times more expensive than the 
vol that we’re buying over the coun-
ter. It’s the first ETF to access the 
OTC options market.”

For the pricing distortion between 
the OTC yield-curve options in which 
her fund invests, on the one hand, 
and the exchange-listed kind, on the 
other, says Davis, you may blame, or 
credit, yield-deprived people. High-
net-worth Asians buy so-called range 

accrual notes, Davis relates, securi-
ties that express the idea that interest 
rates will remain in place. The west-
ern Pacific income-seekers “think that 
they are buying a bond, but they are 
just selling vol.” 

Of her own fund, Davis says, “You 
see that you can win by vol increasing, 
and you can win by the curve steep-
ening, and it is wild asymmetry. The 
cool thing about this is its tail-like 
payoff in a normalization world. The 
curve steepening to 50 basis points 
or 75 basis points is not some radical 
black-swan event. It is just a normal-
ization of reality.” 
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A kind of price discovery

Sir Isaac Newton himself experimented 

with alchemy. And the Fed, in deliver-

ing Tuesday’s out-of-the-blue 50 basis-

point reduction in the federal funds rate, 

showed that it’s open to faith-healing. 

The “fundamentals of the U.S. economy 

remain strong,” the Federal Open Mar-

ket Committee allowed, but “the corona-

virus poses evolving risks to economic ac-

tivity.” It was the first such inter-meeting 

interest-rate action since Lehman failed. 

Is this a Lehman moment? No ama-

teur Wall Street virus hunter can possibly 

know. Is it an interest-rate moment—

that is, a time to deliver urgent relief from 

crushing interest expense? You wouldn’t 

think so. Investment-grade corporate 

bonds are priced to yield 2.5%, junk bonds 

5.9%. In modern times, corporate credit 

has rarely been cheaper. As to liquidity 

in last week’s selloff, BlackRock, Inc. re-

ported on Monday that exchange-listed 

products “traded with generally tight bid-

ask spreads, heavy volumes, high liquidity 

and no forced selling.” 

Maybe the evidently benign backdrop 

explains why, after a brief post-cut rally, 

the S&P 500 retreated. “Investors,” 

colleague Evan Lorenz observes, “just 

don’t believe that lower rates will inocu-

late the economy from a virus-related 

slowdown. After all, how can slightly 

lower interest expense unsnarl supply 

chains or top up the income of a quaran-

tined worker? For that matter, how can 

even lower bond yields help the income- 

famished pension funds? Be that as it 

may, Mr. Market expects Chairman 

Jerome Powell to keep dispensing the 

same medicine: The futures market 

guesses that fed funds will fall by an-

other 50 basis points by Dec. 16.” 

The editors of these pages never tire 

of taking the Fed to task for suppressing 

honest price discovery. But Tuesday’s 

emergency action did convey some use-

ful information. When the Fed said its 

piece, the S&P traded at 3,059.50, or 

9.6% below its all-time high. Is a 10% 

drawdown the strike price for the Fed’s 

famous put? If not, why could the rate-

setting panel not wait two weeks for the 

regularly scheduled March 18 meeting? 

The pullback notwithstanding, the 

S&P 500 remains expensive at 19.7 

times trailing earnings (and a much 

higher multiple if properly measured; 

see the issue of Grant’s dated Jan. 24). 

According to the Investment Company 

Institute, passively managed funds hold 

more than $11 trillion worth of assets. As 

the indexed hordes trim exposure, they 

sell alike cyclical shares and defensive 

ones. The popularity of low-volatility 

ETFs, which are overweight consumer 

staples, may explain why the staples 

component of the S&P 500 plunged by 

5.3% during the first hour of trading on 

Feb. 28, compared with a 4.1% decline 

in the overall index. 

Maybe the faith-healers can’t cure 

volatility after all.
 •

Ten-cent beers

“We are still paying interest rates,” 

President Donald Trump com-

plained at a coronavirus-themed 

press conference the week before 

the Fed slashed the funds rate. 

“We’re the greatest of them all. We 

should be paying the lowest inter-

est rates. When Germany and other 

countries are paying negative rates, 

meaning they are literally getting 

paid when they put out money. 

Whoever heard of this before?”

Not Richard Sylla, co-author, 

with the late Sidney Homer, of A 

History of Interest Rates, who told 

a Grant’s audience last year that 

negative nominal bond yields of the 

post-crisis era were indeed some-

thing new under the sun. 

Correct on the historical ques-

tion, President Trump chose not 

to engage with the theoretical one. 

What are interest rates for? Well, we 

have the answer. Interest rates are 

the indispensable prices by which 

people (or their robots) discount 

estimated future cash flows, reckon 

investment hurdle rates and cali-

brate credit risk. 

To Irving Fisher, by acclamation 

the greatest home-grown American 

economist, the “rate of interest ex-

presses a price in the exchange be-

tween present and future goods.” 

Thus, at the heart of the matter is 

time—that plus the human condi-

tion. Impatient people borrow, the 

patient ones save. 

“The rate of interest,” to quote 

our own words from last summer, 

   (Continued on page 2)
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Chairman Powell meets Professor Goodhart

Goodhart’s Law says that a central 

bank’s policy target, merely by being 

a target, isn’t worth shooting at. Or, as 

the anthropologist Marilyn Strathern 

framed that proposition, “When a mea-

sure becomes a target, it ceases to be a 

good measure.” 

Now in progress is a survey of mea-

sures at which the Fed is taking aim. In 

preview, we judge that the bullseyes of 

volatility suppression and “yield-curve 

control” are ones that the central bank 

ought not to be pointing at, let alone 

hitting. Distortion, risk and opportu-

nity lie ahead. 

Charles Goodhart formulated his 

adage in 1975, as if anticipating the 

monetarist agenda of the future gov-

ernment of Margaret Thatcher. By 

controlling the money supply, the 

Thatcherites believed, one could con-

trol inflation. Goodhart, an emeritus 

professor of banking and finance at 

the London School of Economics and a 

former adviser to the Bank of England, 

forearmed the critics of that policy 

with these words: “Any observed sta-

tistical regularity will tend to collapse 

once pressure is placed upon it for con-

trol purposes.” 

To clarify, imagine a CEO who single- 

mindedly targets his company’s share 

price because no great company can 

have a second-rate stock. Imagine him 

leveraging the balance sheet in order to 

repurchase the stock to lift that price. 

Imagine him borrowing so much, and 

repurchasing so much, that the business 

becomes insolvent. Picking his target, 

he ignored Goodhart’s Law.

Or imagine a publisher who decides 

to pay her authors by the word because 

doorstops are the kind of books that 

seem to be selling. So incentivized, her 

writers clog their pages with adverbs, 

adjectives, extraneous quoted matter 

and other such padding. The authors’ 

incomes rise as their unreadable tomes 

go unsold. The publisher, too, has had 

an encounter with Goodhart’s Law. 

Which brings us to the Fed and its 

targets. Section 2A of the Federal 

Reserve Act, “Monetary policy objec-

tives,” tells the central bankers what to 

strive for: 

The Board of Governors of the Federal 

Reserve System and the Federal Open 

Market Committee shall maintain long run 

growth of the monetary and credit aggre-

gates commensurate with the economy’s 

long run potential to increase production, 

so as to promote effectively the goals of 

maximum employment, stable prices and 

moderate long-term interest rates. 

In law, then, there is no “dual man-

date.” Yes, maximum employment is 

right there in the statute book, but 

where did the goal of a 2% inflation 

   (Continued on page 2)

rate come from? (Answer: It came from 

the Reserve Bank of New Zealand and 

Janet Yellen and the Bank of Canada 

and other such monetary institutions 

and bureaucrats, but not from Con-

gress.) As for “moderate long-term in-

terest rates,” rates either nominal or 

inflation-adjusted, a sub-1% yield on 

the Treasury’s 10-year note seems not 

to meet the definition. 

Besides these objectives, Congress 

stipulated the means to achieving 

them. The Fed was to encourage the 

production of money and credit in 

volumes “commensurate with” the 

nation’s potential for lasting econom-

ic growth.
Over the past 10 years, real GDP 

has risen at an average annual rate of 

2.3%—and over the past 20 and 30 

years, at rates of  2.0% and 2.5%, respec-

tively. On the next page, we compare 

those figures with growth in nonfinan-

cial debt, in the broadest definition of 

money and in the Fed’s balance sheet. 

For comparability, we express these 

data in nominal (i.e., non-inflation-

adjusted) terms and terminate each 

series on Dec. 31, 2019, i.e., before the 

pandemic. Note that growth in debt 

has eclipsed gains in GDP over each of 

the three intervals and that growth in 

money has topped gains in GDP over 

the 20- and 30-year intervals. Note, 

particularly, the 30-year increase in 

the ratio of nonfinancial debt to GDP. 

Whatever else may be said for the fi-

nancial record of the past generation, 

it’s been great for credit formation. 

Leveraged economies, like leveraged 

companies, are more fragile than un-

encumbered ones, a fact that bears on 

the Fed’s choice of policy objectives. 

On paper, there are many such targets, 

e.g., full employment, a respectable 

“Honey, how do you tie this thing again?”
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