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To hike or not to hike ... the real question is when?

A key input into deciding how to position a portfolio is, of course, the future direction of interest rates.
Given the recent low interest rate environment, market participants have been anticipating an increase
in rates. However, the precise timing of such increase is much debated. The following article explains
how one can use information from the futures market to develop an idea of when rates will rise.

Futures markets allow investors to gauge the expectations of participants regarding the direction of
certain macroeconomic variables. For instance, one can ascertain where the market thinks the yield on a
10 year Treasury note will be next month by looking at the U.S. Treasury futures market. Effectively,
markets aggregate participants’ expectations. Using detailed data regarding the behavior of participants,
an implied probability of a particular event can be gleaned.

This is the case for the Fed Funds futures market, for which the CME Group provides a 30-day contract
based on the daily Fed Funds rate. The contracts are used by market participants to hedge interest rate
exposure and to make predictions on the direction of the Fed Funds rate. Using information from these
transactions, the CME Group puts together the “FedWatch Tool”, which provides probabilities of a
future rate hike event occurring.

The purpose of this tool is to offer a range of possible probabilities associated with each Fed Funds
futures contract. The tool focuses on information from contracts that coincide with Federal Open
Market Committee (FOMC) meetings. The tool then calculates the likelihood of where the target Fed
Funds rate might be by the end of the month during which a meeting is held. In other words, it assigns
probabilities, derived from the market’s expectations, to the policy rate set by the FOMC. Every time a
calculation is produced, the probability of a rate hike, by the end of the contract month, is derived by
adding the probabilities associated with rates that are higher than the current target.

For example, table 1 below shows the implied probabilities associated with each possible rate in
September. The probability of the target rate being 0%, 0.25%, 0.50%, 0.75%, and 1.00% by the end of
September is currently 23.06%, 48.73%, 26.22%, 1.99%, and 0% respectively. Given these expectations,
the probability of a rate hike by the end of September is 28.21%.

Table 1 Fed Funds Rates and Corresponding Probabilities of Occurring for September

Fed Funds Rate 0% 0.25% 0.50% 0.75% 1.00%

Implied Probability 23.06% 48.73% 26.22% 1.99% 0%

Source: CME Group FedWatch as of 6/16/2015

Figure 1 on the following page graphically demonstrates this.
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Source: CME Group FedWatch as of 6/16/2015

Table 2 below shows the cumulative probabilities of a rate hike for each month that coincides with a
FOMC meeting until December 2015.

Table 2 Cumulative Probabilities of a Rate Hike

FOMC Meeting Dates 2015 | CME Group Implied Probability
of Rate Hike (as of 6/16/2015)

Jul 28-29 5%

Sep 16-17 28%
Oct 27-28 48%
Dec 15-16 65%

Source: CME Group FedWatch as of 6/16/2015

The data above shows the implied probability of an interest rate increase after each upcoming FOMC
policy meeting. As the table demonstrates, the market expects a Fed Funds hike by the end of December
or perhaps sooner.

In sum, information from futures markets can be very useful in determining the market’s expectation of
the direction of interest rates and other macroeconomic variables.
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