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IMPLIED PROBABILITIES OF ALTERNATIVE TARGET
FEDERAL FUNDS RATES (MAY FOMC MEETING)c
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a. Weekly average of daily figures.
b. Daily observations.
c. Probabilities are calculated using trading-day closing prices from options on May 2005 federal funds futures that trade on the Chicago Board of Trade.
d. One day after the FOMC meeting.
e. Two days after the FOMC meeting.
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; Board of Governors of the Federal Reserve System, “Selected Interest Rates,” 
Federal Reserve Statistical Releases, H.15; Chicago Board of Trade; and Bloomberg Financial Information Services.

Since the current round of monetary

policy tightening began in late June

2004, the Federal Open Market Com-

mittee has increased the federal funds

rate a total of 2.00%. This total in-

crease is the result of eight rate hikes

of 25 basis points (bp) at that and each

subsequent meeting, including the

most recent meeting on May 3.

Contracts in the options market for

federal funds futures can be used to

estimate the probabilities placed by

market participants on a range of pos-

sible future values for the funds rate.

These probabilities change frequently

in response to Federal Reserve offi-

cials’ statements and important data

releases.

For example, from March 29 to

April 7, the probability associated

with a 25 bp increase in the funds

rate at the May meeting rose around

20 percentage points, while the

probability of a 50 bp increase fell a

similar amount. These movements

reflected an unexpected increase in

first-time jobless claims and a favor-

able March 31 data release that put

February’s core PCE inflation at 1.6%.

This news apparently convinced 

market participants that the Fed

could stick to its “measured pace” of

increases in the funds rate for the

short term. Just before the May meet-

ing, participants in the options mar-

ket placed a probability of nearly

100% on a 25 bp increase in the 

federal funds rate.

Federal funds futures told a similar

story. Participants almost fully priced in

a 25 bp increase in the funds rate at the

May meeting. Implied yields on eu-

rodollar futures indicate expectations

of further rate increases throughout

this year and into 2006.
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