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Financial journalists continue to speculate on when the Federal Reserve’s Federal Open 
Market Committee (FOMC) will increase its target range for the Federal Funds Rate (FFR), 
the benchmark overnight rate. This speculation has gone on for years, as the U.S. has 
experienced near-zero short-term rates since the Great Recession. The question often 
arises: “Interest rates have to increase so shouldn’t the fixed income portion of my 
portfolio hold short-term bonds?” Owing primarily to the fact that there is not much 
room for interest rates to further decrease, it does seem likely that interest rates will 
eventually have to increase. But for a portfolio adjustment to be prudent, an investor must 
also know when the change will happen and by how much. So what does market data 
say about future short-term interest rates?
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Federal Funds Futures

Federal Funds Futures (FFF) are futures contracts which trade 
on the CME and reference the FFR as the underlying asset. 
The price of an FFF depends on the volume-weighted average 
of the FFR over the month in which the contract expires. 
Contracts trade for each calendar month. Thus, by looking 
at FFF of various maturities, one can examine the market’s 
consensus view on what the FFR will be in the future. 
Generally, the FOMC makes major changes at meetings that 
are followed by a press conference, the next of which is 
December 13-14. Does the market think the FOMC will make 
a change to the target FFR?

Figure 1

Market Expectations

Looking at Figure 1, the solid orange line indicates the 
projected path for the FFR as of October 3, 2016, as indicated 
by FFF. The black horizontal line lies across the chart at 50 
basis points (bps), marking the upper bound of the current 
FFR target range. The orange line crosses the 50bps line at the 
December contract, indicating that, on average, the market 
believes the FFR target range will increase at the December 
13-14 meeting. So should investors hold off from purchasing 
intermediate- and long-term bonds? 

The price histories of FFF allow us to see the market’s past 
expectations for the FFR, also. Figure 1 shows the FFF implied 
expectations as of June 16 and December 15 in 2015, 
respective days before FOMC meeting press conferences. 
First, noting that the FOMC had yet to increase the FFR target 
range from 0-25bps to its current range of 25-50bps, the two 
historical dates paint a different picture than does October 3, 

2016. Looking at the solid gray line, in June of last year, the 
FFF market actually expected the FFR target to have increased 
before the December 2015 FOMC meeting and to be near 
125bps by the December 2016 meeting. As indicated by 
the dotted gray line crossing the 25bps line from December 
2015 to January 2016, on the day before the December 2015 
FOMC press conference, the FFF market expected a change 
the following day, which did in fact materialize. But at the 
same time, the market expected the FFR to be near 75bps by 
December 2016, a prediction which seems very unlikely to 
materialize now that we are nearer that contract’s expiration. 
Another important point shown in Figure 1, at each successive 
date, the term structure becomes flatter which indicates a 
slower pace of FFR increases. These seem like conflicting 
predictions; is the market a poor predictor?

Conclusion

Vast amounts of evidence suggest that markets are highly 
efficient. Conflicting predictions through time concerning 
when short-term interest rates will increase does not reflect 
any deficiency in the market but rather reflects the large 
amount of uncertainty present in asset prices. At any point in 
time, the market price of a security is the market’s collective 
best guess at the true value of that security. The point of 
emphasis here is that while a discretionary change to the 
makeup of a fixed income portfolio may seem prudent for 
an outlook based on current data, there is no guarantee that 
outlook will materialize. In order for a move to short-term 
bonds to beat the baseline intermediate-term bond strategy, 
the investor must not only correctly guess the time and size of 
an FFR increase but also its future path. Investors who moved 
to short-term bonds in mid-2015 to late-2015 would now 
find themselves significantly lagging an intermediate-term 
strategy as subsequent FFR changes have failed to occur and 
the term structure has flattened. 
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