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CPI or Fed Funds futures? 
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Why did the Chicago Mercantile Exchange launch CPI futures when the 
Chicago Board of Trade already has a relatively liquid market in Fed 
Funds futures? Though the two contracts don’t represent precisely the 
same risk there is a link between them since FOMC decisions about the 
discount rate are heavily influenced by realized inflation. There is, 
however, a more urgent tactical reason to favor Fed Funds futures over 
the newly launched CME product, which is the expected return to positive 
real rates for overnight money. A brief exploration of the interplay 
between CPI and Fed Funds is enough to lead to a powerful conclusion; 
unless there is a need to create a perfect match between the outright and 
hedge instruments, Fed Funds futures may consistently outperform CPI 
futures over the course of the next rate cycle. 

Figure 1. Fed Funds vs. CPI inflation. 

-2

0

2

4

6

8

10

12

14

Feb-84 Jun-87 Oct-90 Feb-94 Jun-97 Oct-00

Yi
el

d 
%

Aggregate CPI
Core CPI
Real return (FF - CPI)

Source: Bureau of Labor Statistics, Federal Reserve.

 
Figure 2. Inflation: Aggregate vs. core CPI . 
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If the ‘90’s signal the shape of things to come, then the next move in the 
rate cycle will be a shift to positive real returns on overnight funds. Figure 
1 illustrates the effective Fed Funds rate and year-over-year CPI over the 
past twenty years. Overlaid in grey are the two periods of recession, 
according to the National Bureau of Economic Research. A drop in the 
real rate marked the start of both recessions. In each case the real rate fell 
from an average of around 2.25% to zero or slightly negative after the 
recession ended. Right now, we are in a period of negative real rates with 
CPI running at 1.90%, while the discount rate is at 1.00%. If history 
repeats itself, then we aren’t far from another return to positive real rates 
and a sharp rise in Fed Funds relative to CPI. 

This is great news from the perspective of an issuer with CPI linked 
liabilities. LIBOR and Fed Funds and other short-term rates may spike 
while CPI only drifts higher. For an investor who might be interested in 
using CPI futures as an inflation overlay for fixed rate bonds, it appears as 
if Fed Funds (and Fed Funds futures) make more sense from a practical 
perspective since the Fed has responded to realized inflation by hiking the 
discount rate very sharply. If our analysis is correct, a short strip of Fed 
Funds futures may have a higher return over the coming years than a 
corresponding position in CPI futures. How likely is it that CPI (and CPI 
futures) spike faster than the Fed (and Fed Funds futures) can respond? 

Figure 2 illustrates year-over-year changes to headline and core CPI. By 
construction the headline number is more volatile than the core, but over 
the period depicted the core number drove the long run average. It’s clear 
that headline CPI over the past fourteen years has been trending lower 
and is now at 1.90%, while the core is just 1.10%. If the past repeats 
itself, headline CPI may return to the average rate implied by the core, 
which would also hurt long CPI futures positions relative to long Fed 
Funds futures positions. Based on these two metrics (the return to positive 
real rates and convergence between headline and core CPI), investors 
who are seeking inflation protection would be better served by Fed Funds 
futures. Though not directly linked, there are substantive tactical reasons 
to prefer Fed Funds to CPI futures, even if fixed income traders find 
themselves with the improbable problem of significant inflation.  



 
 

DOMESTIC  
(Bear, Stearns & Co. Inc.) 
 
Atlanta 
3424 Peachtree Road, NE, Suite 1700 
Atlanta, GA 30326 
(404) 842-4000 

  Ireland 
Dublin Bear Stearns Bank plc   
Block 8, Harcourt Center, Floor 3 
Charlotte Way, Dublin 2 Ireland 
353-1-402-6200 
 
Italy 
 Bear, Stearns & Co. Inc.
383 Madison Avenue 
New York, NY 10179 
(212) 272-2000 
www.bearstearns.com 
 

 
Boston 
One Federal Street 
Boston, MA  02110 
(617) 654-2800 
 
Chicago 
Three First National Plaza 
Chicago, IL 60602 
(312) 580-4000 
 
Dallas 
300 Crescent Court, Suite 200 
Dallas, TX 75201 
(214) 979-7900 
 
Los Angeles 
1999 Avenue of the Stars 
Los Angeles, CA 90067 
(310) 201-2600 
 
San Francisco 
Citicorp Center 
One Sansome Street, 41st floor 
San Francisco, CA 94104 
(415) 772-2900 
 
Denver 
3200 Cherry Creek South Drive, Suite 260 
Denver, CO 80209 
(720) 570-2327 
 
San Juan  
270 Muñoz Rivera Avenue, 5th Floor 
Hato Rey, Puerto Rico 00918  
(787) 753-2327 

INTERNATIONAL  
Hong Kong 
Bear Stearns Asia Limited 
26 Floor, Citibank Tower, Citibank Plaza 
3 Garden Road 
Central, Hong Kong 
852 2 593 2700 
 
London 
Bear Stearns International Limited 
One Canada Square 
London E14 5AD, England 
44 20 7516 6000 
 
Singapore 
Bear Stearns Singapore Pte. Limited 
30 Raffles Place  
#21-00 Caltex House, Singapore 048622 
65 6437 3300 
 
Tokyo 
Bear Stearns (Japan), Limited 
Shiroyama Hills, 22nd floor 
3-1 Toranomon 4-chome 
Minato-ku, Tokyo 105, Japan 
813 3437 7800 

Be
Via
20

The data underlying the information contained
herein has been obtained from sources that we
believe are reliable, but we do not guarantee
the accuracy of the underlying data or
computations based thereon. The information
in this report is illustrative and is not intended
to predict actual results, which may differ
substantially from those reflected herein.
Performance analysis is based on certain
assumptions with respect to significant factors
that may prove not to be as assumed. You
should understand the assumptions and
evaluate whether they are appropriate for your
purposes. Performance results are often based
on mathematical models that use inputs to
calculate results. As with all models, results
may vary significantly depending upon the
value of the inputs given. Models used in any
analysis may be proprietary making the results
difficult for any third party to reproduce.
Contact your registered representatives for
explanations of any modeling techniques and
the inputs employed in this report. The
securities referenced herein are more fully
described in offering documents prepared by
the issuers, which you are strongly urged to
request and review. Bear, Stearns & Co. Inc.
("Bear Stearns") and/or its affiliates or
employees may have positions, make a market
or deal as principal in the securities referred to
herein or related instruments, while this
document is circulating. During such period,
Bear Stearns may engage in transactions with,
or provide or seek to provide investment
banking or other services to, the issuers
identified in this report. Bear Stearns may have
managed or co-managed a public offering of
securities within the last three years for the
issuers identified in this report, including
regularly acting as an underwriter for
Government Sponsored Enterprise issuers.
Directors, officers or employees of Bear
Stearns or its affiliates may be directors of
such issuers. This document is not a
solicitation of any transaction in the securities
referred to herein which may made only by
prospectus when required by law, in which
event you may obtain such prospectus from
Bear Stearns. Any opinions expressed herein
are subject to change without notice. We act
as principal in transactions with you, and
accordingly, you must determine the
appropriateness for you of such transactions
and address any legal, tax or accounting
considerations applicable to you. Bear Stearns
shall not be a fiduciary or advisor unless we
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