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FOREWORD 

The purpose of this seminar is to provide a forum where 
teachers involved in teaching courses in economics, market
ing, and finance may examine critically the activities and 
problems involved in one important segment of our exchange 
economy. 

An opportunity has been provided to see, to hear, and to 
discuss. All of us are aware that some of the experiences or 
events that remain in our memory the longest are those we 
have actually visualized. But we recognize that seeing alone 
is not enough. We want to know what, how, and why. For 
this forum our committee has attempted to bring together 
the best informed and most competent people available to 
discuss the topics that are offered. 

We like to hear and listen when there is something worth 
listening to; we also derive most from a subject when we 
become participants. Our third objective is that of develop
ing discussion. In the program an effort has been made to 
provide ample time after each speaker for a question period. 
This was done deliberately with the expectation that there 
will be questions raised after these presentations and that the 
speakers are eager to respond to questions. 

Use these discussion periods, and feel free to contribute 
comments relating to points at issue, or state some comments 
on points of your own. 

A final expectation for this conference is that we each of 
us will receive something from this seminar that will enable 
us to be more effective when we go back to teaching in our 
respective institutions. 

In closing I wish to state that the subjects to be discussed 
represent the combined judgment of the Educational Com
mittee of areas in which there are questions, and which relate 
to material from which meaningful illustrations can be drawn 
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for use in college courses in economics, marketing, and fi
nance. Agreement by the committee on the subjects was 
reached after three meetings and an exchange of correspond
ence, so a considerable amount of time has been involved in 
planning the program for the seminar. In our deliberations 
our committee had the benefit of reactions and suggestions 
from past and present members of the Public Information 
and Education Committee of the Board of Trade. We were 
given a free hand in determining the program to be offered. 

In addition to the committee members listed in the printed 
program, we had the benefit of suggestions from Wallace O. 
Yoder, Professor of Marketing, Indiana University, and J. 
M. Ragsdale, Extension Economist in Marketing, University 
of Missouri—both members of the committee when this pro
gram was first planned. 

— R. J. Mutti, Professor of Agricultural 
Economics, University of Illinois 
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FUTURES TRADING - ORIGIN, DEVELOPMENT 
AND PRESENT ECONOMIC STATUS 

Henry H. Bakken 
Professor of Agricultural Economics 

University of Wisconsin 

T. HE business of buying and 
selling is one of the oldest activities of mankind, and yet it 
is one of the newest fields of specialization in economics. Some 
call it an art, and others insist that the subject of marketing 
is a science. A study of the evolution of market organization 
has always intrigued me, and some researchers find the in
stitutional approach a rewarding one. A study of the history 
of markets could engross a scholar for a lifetime, and when 
the Master calls, leave him with the feeling he had barely 
finished the preface. Similarly, the one who attempts to trace 
market negotiations through the tortuous labyrinths of legal 
arguments and judicial findings may experience a sense of 
acute frustration. 

The one who obstinately insists on tracing markets to their 
origin through a study of social habits, customs, conventions, 
forms, rules, regulations, restrictions and practices is a person 
of no mean ambition, because he is plunging to the core of 
the subject: Marketing. Transactions are essential to attain 
ownership which in civil society assumes a multiple signifi
cance bearing on the usefulness, the quantity, the future use, 
and the legal control of the thing which is being transferred. 

[1] 
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FUTURES TRADING SEMINAR 

Marketing is primarily a legal-economic-ethical relationship 
formed between man and man in their effort to acquire rights 
to scarce goods which they believe will have a future value. 
Within this reference frame we define a market as an insti
tution designed to facilitate the transfer of legal rights and 
titles to ownership in goods, services, and properties. The 
function of marketing has been so broadly described by some 
writers as to include all activities affecting a product as it 
emerges from the stem or the stalk. 

I am not wholeheartedly in agreement with this approach 
to marketing because it includes in my judgment, too vast 
a field. It encompasses the total field of production econom
ics as well as marketing. 

First of all, it should be recognized that in a marketplace, 
it is not physical commodities that are actually bought and 
sold, as most people believe. It is the legal rights, or titles to 
goods, properties or services that are bought and sold. How 
else can one explain the numberless transactions in incorpo
real and intangible properties that take place every day of 
the year in an economy such as ours? 

The Five Stages of Market Development 
In looking at the history of markets, it is my belief, that 

market organizations can be found in all stages of develop
ment today owing to the uneven degrees of social and eco
nomic advancement extant in the nations of the world. This 
general cross-section view of markets showing progressive 
gradations of development as they have come down to us 
from the past, ranges from a system of ceremonial gift-giving 
which prevails among certain primitive tribes in various 
parts of the world, such as in the Southwestern Pacific, to the 
highly formalized modern produce exchanges dealing exclu
sively in futures contracts. The five stages with a brief de
scription of each are illustrated in Chart A. 

[2] 
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ORIGIN, DEVELOPMENT AND ECONOMIC STATUS 

Chart A 
Stages in The Evolution of Market Organization 

Stage 1 Stage 2 

Gift Giving 

1. Pure gifts tendered 
out of esteem and love 
— unilateral, intrafa-
milial or intra-tribal. 

2. Gifts, social, given 
for prestige, honor, so
cial standing, unilat
eral. 

3. Gifts for anticipat
ed gifts — bilateral 
but not equivalent. 

4. G i f t s reciprocal-
bilateral for equiva
lence in values. Trade 
intratribal — led to 
next stage. 

Barter 

1. E x c h a n g e simul
taneous based on use
fulness. Isolated and 
not greatly influenced 
by other trades. Bi
lateral. 

2. Exchange m o r e 
sophisticated, ration
alized on basis of col
lective valuation and 
f u t u r e anticipated 
needs. Often complex 
— bilateral — isolated. 

3. Coercive barter no
tion of pairing need 
for need. 

Stage 3 Stage 4 Stage 5 

Cash Markets 

Came into existence 

with the invention of 

a medium of exchange. 

Goods exchanged sim

ultaneously for cash. 

Spot Markets 
Samples displayed of 

specific lots offered for 

sale. Delivery not sim

ultaneous with sale. 

Payment tendered fol

lowing delivery. Title 

passes at time of pay

ment. 

Contract to Arrive Futures Market 
For specific good or its 
equivalent. Delivery 
after time lapse. Pay
ment on delivery. Sale 
on sample usual, but 
may be made on de
scription, court of law. 

Contract to De
liver on Sale 

On sample basis or de
scription. Lapse of 
time for delivery-pay
ment at time of deliv
ery or shortly there
after. Bridge to fu
tures. 

[3] 

First recorded use Ja
pan 1697 and legalized 
1730; England 1826; 
and in the U. S. 1867. 
Primary function pric
ing, transaction closed 
by off-set contracts. 
C o u r t s of equity. 
Prices projected into 
future trade in incorp
oreal and intangible 
properties. Specialized 
in risk assumptions di
rectional in service. 
Dominant. Continu
ity of action. Overt 
and free. 
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FUTURES TRADING SEMINAR 

In a series of interviews with speculative traders, an inter
viewee expressed the opinion that fifteen years from now if 
someone should even mention the terms "spot markets", his 
listeners will say, "What do you mean? What is a spot market? 
Spot markets are going out of existence within the next ten 
to twenty years." I believe there is some basis for this thought 
if one distinguishes between spot and cash markets. 

The cash market is actually the consummating market. This 
is where the final transactions take place. If one includes most 
of Asia, a great part of Europe, Africa and South America, 
the inhabitants therein have no knowledge extending beyond 
the cash market. The average individual has no concept of 
a futures market. They have no working knowledge of futures 
markets or their functions. 

In reference to Chart A we find a definite indication of 
the difference in degree of development in our markets here 
and abroad. 

Growing out of spot and cash markets, we have the "con
tract to arrive" and the "contract to deliver", or the fourth 
stage of development. This is an area that intrigues me very 
much, and one in which it would be a pleasure to spend much 
more time doing research. 

This is the type of contract evolved in Chicago in mid-nine
teenth century which eventually grew into the highly de
veloped futures markets we have operating in the Board of 
Trade today. 

The futures market is the fifth stage of development; the 
first recorded use of the futures market was in Japan in 1697, 
and it was legalized in 1730. In England, the first known 
transaction on a futures basis, a purely incidental trade, was 
in 1826. In the United States, the claim is that we began 
trading in futures in 1867. 

I foresee the possibility of a sixth stage in the evolution of 

[4] 
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ORIGIN, DEVELOPMENT AND ECONOMIC STATUS 

markets which I may allude to later. In my judgment, ap
proximately ninety percent of the transactions in our economy 
take place in either stages four or five, today, in this country. 
This relegates ten percent to gift-giving, barter, and to the 
cash markets; primarily cash markets. 

The business of the Chicago Board of Trade now approxi
mates $50 billion per year, which is roughly three times the 
total value of all farm products at the farm. On last count, 
we had twenty-six commodity exchanges in the United States, 
and they were all doing a considerable volume of business. 
The total volume of sales in these markets would be many 
times the value of all farm products at the farm. 

Change Through Necessity 
In the evolution from one stage of market development to 

the next, it is interesting to note that it was businessmen, 
rather than economists, lawmen, statesmen or philosophers 
that were the innovators of new procedures in devising ex
changes, and in negotiating the terms upon which transfers 
of titles to wealth were to be made. 

Whenever these intrepid traders came up with a new tech
nique, however, the change appears to have been forced upon 
them out of the necessity rather than being presented as a 
scintillating perception of how things should be rather than 
what they are. 

The bill of exchange was conceived by the medieval traders 
in the 12th century. It was called the "Fair Letter". This 
form of payment was evolved out of necessity because barter 
was too cumbersome, and carrying gold and silver over the 
trade routes in medieval times too dangerous. The fair 
merchants trusted each other implicitly, so they settled their 
large balances at the Fairs of Champaign not in the coin of 
the realm but by a letter which could be presented for pay
ment through a goldsmith at Genoa, Venice, or some other 

[5] 
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trader's home base. The "Fair Letters," when first drawn, 
were bilateral covenants. Later they evolved into multilateral 
agreements making them negotiable for convenience so they 
passed from hand to hand among the traders of Europe 
whether they came from the North countries of the Goths or 
the Southern regions of the Latins or the Moors. 

There is even evidence that these "Letters of Credit", were 
used as down payments on future orders. The merchant's 
code which was later absorbed or blended into the common 
law of the Anglo-Saxons, of course, provided the necessary 
sanctions to keep the unscrupulous traders in line. They 
feared the censure of the medieval Pie Poudre summary courts 
much more apparently than our merchants fear our courts. 

For one thing, justice, then, was much swifter and less 
temperate respecting debtors, than it is today. So it was, in 
the feudal centuries from 1100-1300, that the itinerant mer
chants of that period improvised some basic devices to facilitate 
trade and exchange. These were: 

1. The merchant's code — later to be embodied in the com
mon law governing commercial transactions. 

2. The "fair letter" which came to be known later as the 
bill of exchange. 

3. The negotiability of contracts. Among the migratory 
merchants it became the custom to be "as good as your word". 
Thus parol contracts were enforced in the pie poudre courts 
on the basis of mutual assent as a binding force transmuting 
one promise into a consideration for another promise. When 
the merchant law was absorbed by the common law, legal 
authorities had their misgivings about the principle of con
sideration based on the circular doctrine of mutual promises. 
The contractual elements constituting a legal transaction were 
evolved in time from the wide-spread use of these enforceable 
agreements. The elements which constitute the body of the 

[6] 
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transactions are: 
A. An Agreement — The buyers and sellers strike 

a bargain in which the seller offers to deliver some
thing of value and the buyer accepts the offer agree
ing to give in exchange other things of value or to 
settle the difference with an acceptable medium of 
exchange. 

B. The Transfer — Action is taken to deliver phys
ically both goods and titles from vendor to vendee. 

C. The Payment — The payment is a counter
action in which other goods, money, or titles are de
livered in hand by the buyer to the seller as compen
sation for the latter's services or endowments. 

D. The Warranty — The warranty is a mutual ex
change of assurances that the goods or titles given 
in the exchange will be in full measure, pure, and of 
as good workmanship as they were represented to be 
at the time of the transaction. Without this element 
of assurance to buyers and sellers, it would be almost 
impossible to make forward commitments in the 
form of future contracts. 

4. It was the businessmen of the medieval period who de
posited their profits (working capital) in the form of gold, 
silver, and other precious objects with the goldsmiths of the 
era for safe-keeping. After they had devised the "fair letter", 
it was no longer necessary to carry gold and silver to the 
fairs as media of exchange, thus running the risk of losing it 
to highway brigands or the robber barons. The goldsmiths 
discovered they could make loans on the basis of these re
serves while the traders were far away on their trading expedi
tions; so the merchant's code, the medieval bills of exchange, 
and the negotiable contracts formed the basis for turning the 
goldsmiths into bankers. In time, some of the people who 

[7] 
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specialized in this business became the wealthiest and most 
influential men in Europe. Reference here is to the Italian 
Medici family, the German Fuggers as well as other famous 
banking families of Tuscany, Germany, North Central Europe, 
and other places in Medieval Europe. 

The Origin of Futures Markets 
According to my latest findings, credit must go the feudal 

landowners of Japan for being the innovators of a futures 
market. In the Tokugawa era, the feudal lords in that period 
were required to spend at least half a year in Edo (Tokyo) 
where the central government (Tokugawa Shogunate) was 
located. This was by decree of the Shogunate, and the reason 
why the ruling potentate wanted his lords to remain where 
he and his trusted buddies could keep an eye on them was 
one of precaution. He didn't want them to create a rebellion 
in some remote part of the empire, form an army, and separ
ate him from a soft job with all its emoluments. 

The rents these absentee landlords collected were paid in 
kind — i.e., rice, because the workers on the land were in 
feudal tenure, and in an economy of self-sufficiency. In the 
urban centers of Edo and Osaka, they had already evolved a 
money economy. The absentee landlords, as I get the story, 
were living "high on the hog", and they needed money to 
meet their obligations. In that era, if one belonged to the 
upper class, he was expected to keep up appearances. I be-
live they called it "saving face"; so when one was invited to 
some function at the court he was expected to be dressed for 
the occasion. Judging by the costumes worn in the Mikado, 
the haberdashers weren't in business just for pleasure. 

Understandably, the titled nobility had to have cash to 
participate in this form of gracious living so they had the rice 
and other agricultural products grown on their manors hauled 
into Edo and Osaka where they sold them for cash. This, of 

[8] 
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course, would be in the spot market. It is a well known fact, 
of course, that rice and other crops of agriculture are seasonal, 
so harvests and shipments were not evenly spread over the 
year. Moreover, some of the nobles didn't confine themselves 
to a budget. They ran out of cash before the next harvest came 
in. Why did they run out of cash? Let us examine the prob
lem, point by point. 

1. The landlord had to go to his estate, of course, to check 
operations and collect his rents, but the shogunate wouldn't 
permit him to take his wife and children along. They had to 
remain in Edo as hostages. They were a pledge of the noble's 
loyalty to the court. Thus, the nobles were forced to main
tain two households, one in the country and one in the city. 
Everyone knows that one cannot run two households as cheap
ly as one. 

2. When the nobles ventured out into the hinterland, they 
had to travel in style to impress the country people. This called 
for an elaborate migratory retinue, much formality, and dig
nified ritualism. This was not a matter of individual choice. 
The shogunate prescribed what had to be done, since the 
noble was in a sense his traveling ambassador. A large number 
of samurais made up the pilgrimage. 

3. Moreover, the shogunate frequently ordered his nobles 
to contribute liberally to public works such as building and 
repairing castles, constructing roads, reclaiming land, and pro
viding for the maintenance of armed forces. 

Is it any wonder that the invincible knights of the realm 
ran short of money now and then? Often they had to raise 
cash quickly to meet some emergency; so at first they issued 
tickets (warehouse receipts, we call them now) against supplies 
they had stored either in the country or in rented warehouses 
in the city. Wholesale and retail merchants bought these tick
ets against anticipated needs. I guess we call this anticipatory 
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hedging now. Eventually these "rice tickets" were made ne
gotiable and became a form of currency to facilitate the trans
action of business. The warehouse receipts were avidly bought 
up by the mercantile class. I might add, the warehouse re
ceipts were first administered by public officials of the sho
gunate, but later the whole matter of issue and supervision 
was taken over by the merchants. 

In time, the merchants began extending credit to the nobles 
in advance of the sale of the tickets (warehouse receipts). Need 
I add, "Naturally, at a high interest rate"? Soon some of the 
merchants manipulated the market and became very wealthy. 
When they became affluent, they expanded their business 
operations and grew even wealthier. I presume, richer by a 
good deal, than some of the nobles — all they lacked was a title. 

One particularly wealthy merchant named Yodoya in Osaka 
dominated the rice trade in that city; his house became the 
center where many of the merchants met to exchange in
formation and negotiate transactions with one another. "The 
price at 'Yodoya's' " was regarded as the prevailing price in 
the city of Osaka. This actually became the first commodity 
exchange formed in Japan — circa 1650. Later, in 1697, 
Yodoya was moved to another location — the Dojima district 
in Osaka and thereafter the rice exchange became known as 
the Dojima rice market. 

The striking feature about this market was that only trad
ing in futures was permitted. A rule was formulated which 
stipulated that all transactions were limited to "cho-ai-mai A 
kinai" which literally means "rice trade on book". In 1730, 
the Tokugawa Shogunate officially recognized this commod
ity exchange which had been voluntarily developed by private 
traders. This institution and the system evolved for consum
mating transactions were declared legally permissable and 
protected by the highest authority of the realm. It was offi
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dally designated "Cho-Ai-Mai-Kaisho," (literally translated 
as rice-trade-on-book meeting place). 

Rules of "Cho-ai-mai" Trade (Rice-trade-on-book) 
The traders on this Oriental commodity exchange were 

orderly and well disciplined. Their rules, as nearly as I can 
reconstruct them were as follows: 

1. The contract term was limited to four months. 
2. The year was divided approximately into three four-

month periods. 
3. At the end of each contract period the market was 

closed for a few days. 
4. Trading was carried on in rice only. 
5. All contracts in any four-month term were standardized. 
6. The basic grade for any contract period was chosen by 

the traders by majority vote. There were four grades available. 
7. No physical delivery of grain against outstanding con

tracts was permissable. 
8. All differences in value had to be settled in cash. 
9. All contracts had to be settled and accounts cleared on 

or before the last day of the trading period. 
10. No contracts could be carried over into the new con

tract period. 
11. All trades had to be cleared through a clearinghouse. 
12. Every trader was required to establish a line of credit 

with the clearinghouse of his choice. 
13. Any default in payments was borne by the clearing

house. 
14. The clearing houses were non-profit operations, but a 

commission was charged for services rendered. 
15. No new contracts could be made during the last 3 days 

of any trading period. I interpret this rule to mean that these 
days were reserved for the business of clearing any trades by 
ringing-out or matching long against short outstanding con-
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tracts then in existence. Thus, at the end of this four-month 
period all trades would be cleared of record. 

16. An arbitration committee was evidently in existence, 
and it was empowered to adjudicate disputes and arbitrarily 
settle issues concerning values and prices. The Cho-Ai-Mai 
futures market, if my information is correct, preceded our 
first futures market in the Western hemisphere by 129 years, 
i.e., England 1826, or the earliest futures transactions in this 
country by 170 years. 

Toward the end of the Tokugawa era, the economic situa
tion became erratic and prices fluctuated wildly. So much so, 
that the prices in the spot market had little relationship to 
the prices made in the futures market. The length of the 
contract was first shortened to two months, (1863) and finally 
to one month (1869). 

The Meiji Regime 
Then, the Meiji regime came to power succeeding the Toku

gawa dynasty. It was called the Meiji restoration. At the 
time it assumed leadership, (1869) several rice exchanges had 
been established other than the one at Osaka. The new regime 
proved antagonistic to futures trading because it regarded all 
futures markets as a form of gambling and ordered them 
closed before the end of the first year in office. Only two 
years passed, however, before the government was forced to 
reopen the exchanges to circumvent complete chaos in the 
grain markets. This same phenomenon occurred in Germany 
in 1896, you will recall. On their restoration, physical de
liveries were authorized in lieu of a cash settlement which 
effectively tied the cash markets to the futures markets for 
the first time in Japanese trading. Commodity exchanges were 
in operation at Tokyo (Edo), Nagoya, and Osaka. Even 
though physical deliveries were permissible as a means of 
settling futures commitments at that time, the scribe notes 
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that very few contracts were off-set by delivery of actual grain. 
In 1876, the Meiji government passed laws designed to elim

inate abuses, and more firmly establish the honorable, time-
tested customs handed down from past generations of futures 
traders. At this time, the government insisted that ownership 
and management of the building and facilities provided to 
expedite futures trading be owned by an independent com
pany instead of a non-profit association of traders. Soon after 
the passage of this act, rice exchanges sprang up in more than 
10 different cities in Japan. The addition of all these facilities 
attracted more traders to the exchanges. The more traders 
there were, the greater became the speculative excesses. The 
more money that was made or lost in speculation, the more 
attention the futures markets got from the public. Moreover, 
producers, consumers, politicians, lawmen, and academicians 
became increasingly critical of the futures market transactions. 

The end product of this turbulence was the passage of the 
Commodity Exchange Act of 1893. After extensive studies 
were made of exchanges in other countries, this act made it 
permissible to form commodity exchanges either as joint-stock 
companies for profit or as non-profit membership associations. 
Nearly all the exchanges formed in the 90's were profit-seeking 
joint-stock companies, and in the course of 5 years (1898) 
Japan was well supplied with 128 commodity exchanges. 
While most of these were specialized in dealing in rice, a 
number of the exchanges offered contracts in other products 
such as: salt, sea-products, tea, silk, textiles, and sugar. The 
government, fearing promiscuous gambling, aggressively 
moved to reduce the number, and apparently it was successful, 
since only a few exchanges were recorded actively in business 
in the first decade of this century. 

In 1914, the Commodity Exchange Act was revised making 
it illegal for officers and employees to engage in trading 
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through the exchange which they served. In 1922, the Ex
change Act was revised as well as the law relating to the taxa
tion of the exchanges. A number of the exchanges thereafter 
hastily reorganized as non-profit membership associations. 
The records show eight such associations in 1927. 

The Demise of the Exchanges 
After the incident at the Marco Polo Bridge near Pekin 

(1937), the Japanese government entered an era of tight con
trols over prices in a war economy. The commodity exchanges 
lost their raison d' etre. 

The Renaissance 
Following the occupation of Japan in 1949, there has been 

a resurgence of futures trading. A new Commodity Exchange 
Act was passed in 1950. The first exchange to be established 
under this act was the Osaka Chemical Fibre Exchange. By 
1960 there were 20 new commodity exchanges in operation. 
Five were dealing in fibres and textiles, two in silk, two in 
dried cocoons, two in rubber, two in sugar, six in grain and 
one for sea products. 

Many new rules and regulations have been spawned by 
these exchanges that would make it an interesting study for 
contrast to the mores our traders follow in the business of 
negotiating contracts and consummating their transactions 
here and elsewhere in the Occident. 

Futures Trading and Hedging 
One of our contemporary authors who has become an 

analytical exponent of Futures trading has focused much at
tention on the function of hedging. In one article, Holbrook 
Working presented six concepts of Futures Trading. In one 
of these, he states that: "Futures markets depend for their 
existence primarily on hedging." In my research, thus far I 
have not found proof supporting this hypothesis. Trading in 
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futures began here in Chicago in 1867. It was not until the 
late '70's or early 1880's that the practice of hedging was de
veloped; so the Chicago Board of Trade survived for nearly 
20 years without hedging. In Japan, if I read the records cor
rectly, they continued to trade in futures for 172 years without 
hedging (1697-1869). Since 1950, after adopting our pro
cedures in commodity exchange operations, the Japanese have 
accepted and are using the practice of hedging extensively. 
T o cite one series of figures which were extracted from a 
Japanese government report published several years ago, the 
percentage of hedging trades in cotton yarn #20 was 43.7; 
in cotton yarn #30, 31.0; in staple fiber yarn 37.2; in artificial 
silk 25.6; in woolen yarn 25.6; and rubber 22.3. 

In my opinion, the primary function of futures trading is 
that of pricing. The business of projecting prices into the 
future is a job for specialists, men who put cash on the line 
in backing their collective judgments. They stand ready to 
assume the risks for the handlers, merchandisers, processors, 
exporters, and others who are either unable or too busily en
gaged in their own specialized functions to concentrate on 
the meticulous details of projecting prices from a few days 
to several months into the future. Hedging is an incidental 
service of futures trading, and it adds volume both in bushels 
and in income to the commodity exchanges. This observer 
would be the last to protest the occurrence of hedging in a 
futures market, but it is not absolutely essential to the de
velopment of a futures market. I might add, it serves to make 
the market more fluid and continuous. T o say, however, that 
futures markets depend for their existence primarily on hedg
ing is simply not true. We would still have futures markets 
if the practice of hedging were entirely abolished by law or 
decree. 

When one hedges in a futures market he is off-setting a cash 
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market transaction by taking an opposition position in the 
futures market. If he doesn't do this, he is a speculator. The 
hedger is normally in a zero-ownership position. He really 
doesn't care which way the market goes. Someone else assumes 
the risk by holding an open commitment. A study of specu
lative trading was begun some time ago, and it is still being 
pursued. Some day, you may find an announcement of a new 
publication on your desk concerning speculative trading and 
its significance to the futures markets. 

The Legal Status of Futures Trading 
From time immemorial, the great nemesis of those engaged 

in trading in futures was the law. There was a long struggle 
spanning nearly 300 years, from 1610 (Holland — prohibition 
against short selling) to 1905 (Board of Trade vs. Christie 
Grain and Stock Co. 198 U.S. 236) in which the Supreme 
Court finally held that mere substitution by "ringing out" 
or "setting off" in the clearance of contracts constitutes de
livery. The lawmen despite acumen for fine distinctions 
found it exceedingly difficult to understand the short sale. 
A reprint of a paper given at another seminar sponsored by 
the Board of Trade and published in Volume I "Futures 
Trading Seminar, History and Development" is being made 
available to those at this Seminar. In this paper I delved into 
the legal history of futures trading in much greater detail 
than time permits in this presentation. 

The Economists and Futures Markets 
The teaching of courses in marketing agricultural products 

is a phenomenon of this century. A. W. Shaw was one of the 
first to break into print on this topic, in the year 1912. Then 
came A. P. Usher in 1913, N. S. B. Gras in 1915, and others 
quickly followed in the same decade. In the 20's, several books 
on marketing came off the press authored by men such as 
Paul Cherington, Theodore Macklin, Benjamin Hibbard, L. 
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D. H. Weld, Fred Clark, and others. 
The first publications were primarily descriptive in con

tent. Later some of the writers attempted to formalize the 
subject matter in some logical framework. Growing out of 
this effort were three rather distinct approaches to marketing. 
Commodity Approach 

These authors concerned themselves with a descriptive ac
count of marketing particular commodities. The chief prod
ucts of the country or region were taken up seriatim — many 
in meticulous detail. T o the academicians primarily interest
ed in theoretical considerations, the commodity approach is 
deadly repetitious and prosaic. 
The Agency Approach 

A few authors organized their subject matter by classifying 
the work and services of the specialized middlemen such as 
the country buyers, the brokers, wholesalers, jobbers, com-
missionmen and retailers. T o give a blow by blow account 
of what these specialized businessmen did led the authors un
erringly down the trail of description. Other authors turned 
to a third way of organizing their texts. 
The Functional Approach 

Here the authors such as Macklin and others wrote chapters 
about the characteristics of assembling, grading, processing, 
packaging, storing, transporting, financing, merchandising, 
etc., with scant attention to the essential function of pricing. 
Later authors, not wanting to omit anything earlier writers 
had considered important, took no chances. They extracted 
select passages from all three approaches. Larson's book is a 
prime example of an attempt to synthesize all three approaches 
in one small volume. 

This briefly was the state of affairs in marketing literature 
up to the 50's. After that, there was a turn for the better: 
Some books appeared giving major emphasis to theoretical 
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considerations, but the position of marketing as a field for 
specialization is still in its infancy. 

With reference to texts on the subject of commodity ex
changes and futures trading, there is something resembling 
parallelism in the literature up to the decade of the 50's. H. C. 
Emery set the pattern followed by dozens of authors. Again 
the texts are oriented toward a description of functions — 
placing major emphasis either on the historical development, 
or giving an account of the various functions such as the form 
of organization, the commodities adaptable to futures trading, 
forms of contracts, clearing house services, market reports, 
speculation, and hedging. 

A number of traders I have interviewed refer to these treat
ments as the "illusions of the college textbooks". Referring 
to these books that have described the futures market, they 
insist: "In real life, it isn't that way at all"! For example, 
while the major emphasis in most of the texts is on the func
tion of hedging, the insurance feature of futures trading, the 
real nature of the hedge is not properly diagnosed. The Chi
cago Board of Trade is trying to enlighten readers on the 
subject of "basis trading" which, in essence is a form of hedg
ing. None of these texts gives a very clear picture of the role 
of the speculator. There are only a few college professors and 
researchers — nearly all of them are in American universities, 
institutes, or bureaus — who have focused their searchlights 
of inquiry on the commodity exchanges. Notable among these 
in addition to the names listed in the bibliographical appendix 
of this paper are: Holbrook Working, Roger Gray, T . A. 
Hieronymus, Allen Paul, and W. T . Wesson as well as others. 
The danger of listing the names of contemporaries is that one 
may omit several. The contributions of these men to a better 
understanding of the futures markets has been notable. It 
is regrettable, considering the importance of this type market 
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institution, that more economists have not turned their grad
uate students with enthusiasm on the theoretical implications 
of this means of pricing and exchange. There are some excel
lent thesis topics to be explored in a very dynamic field of 
economic activity. Through such assignments, the theorists 
themselves might be intrigued or inspired to plunge into the 
subject matter at points of special interest to them. T o illus
trate this point, permit me to mention some of the issues that 
have tempted me to burn some midnight oil. 

Some Modern Concepts Concerning Futures Trading 
In my opinion futures trading is not circumscribed or limit

ed to certain conditions or features of the commodity. Some 
writers have postulated that: 

A commodity must not be perishable. 
The supply must not be controlled by monopolistic in
terests. 
It must be one for which prices fluctuate frequently and 
in wide amplitude. 
Units of the good must be homogeneous. 
The product must be measurable both quantitively and 
qualitatively either by weight or cubic content. 
No manufactured goods or articles, especially stylized 
ones, are admissable to futures trading. 
The commodity should be free of governmental regula
tions and state trading. 
A broad market should exist for the good, possibly a 
world market. 
It must be a basic commodity, etc. 

These writers have set up many restrictions circumscribing 
the activity of a futures market. 

Everyone who has read the literature knows that these specif
ications do not apply with any degree of precision in present 
day trading. This confirms, in a way, the assertion that the 
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college people who presume to teach something about futures 
trading are not certain of the facts, and much of the informa
tion currently given to unsuspecting students is almost the 
opposite of what actually transpires in these markets. For 
example, on November 30th, 1964, trading started in live 
beef futures. Such a contract would not be given serious con
sideration if its formulators were guided by the above prohi
bitions. I participated in the councils advocating the intro
duction of this type contract. Admittedly, I was in the distinct 
minority in adopting this position. Even some of the most 
experienced traders on this board predicted it would not and 
could not work. These are traders who have not fully under
stood the potential of futures trading. Since then, this board 
has introduced a contract to trade in beef carcasses. Now the 
Kansas City Board is contemplating offering a similar con
tract. In time, we may have very active trading in both live 
beef and carcass beef futures contracts. 

I take the position that in the years to come, nearly every
thing we produce or manufacture in this country may be sold 
in futures. I can foresee the time when we may be introduced 
to what I choose to call a universal contract based on index 
numbers. That will be the sixth stage in market evolution. 
This suggestion or tentative conclusion is shocking to some 
people. My dearest friends believe I've gone off my "rocker" 
in even suggesting such a radical evolution. You may be in
terested in reading the brief discussion on this question in 
Volume I, Futures Trading Seminar. 

Another heresy of mine is the belief that the two markets 
— the cash market and the futures markets are separable; that 
they need not be inextricably bound to one another by the 
fiction of physical delivery. 

Still another pronouncement is the hypothesis that "In a 
true market transaction one man's gain is another man's loss." 
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I have never accepted the common thesis taught in numerous 
commerce schools, and by many economists that in a trans
action both parties must gain or there won't be a transaction. 
It's impossible within the terms of the transaction itself for 
both to gain or both to lose, although each may prefer to en
gage in the transaction than not do so, otherwise he would 
refrain from such a step. There are situations, however, where 
both may just break even in a static situation. 

Some Provocative Areas for Inquiry 
Associated with this theory arises one of the critical prob

lems in creating a satisfactory basis for trading in futures 
— namely, the terms of the contract. 
The Art of Drafting Futures Contracts 

In a number of markets, attempts have been made to estab
lish futures trading for several commodities without success; 
just to cite one — mill feeds. I have wondered why these at
tempts failed. One professional emphatically asserted that, 
"a futures contract cannot be successful unless it favors the 
sellers." Another, just as vehemently declared that a futures 
contract has to favor the buyers, or the users in order to suc
ceed. T o these positive statements I queried, "What's the dif
ference? They can always off-set the contracts with other con
tracts rather than take delivery if inequities exist in the con
tract itself." They have always countered, "Yes, that is true, 
but look at the penalty they might pay if the terms of the con
tract are not equitable." Does this logically lead us then to 
the conclusion that, in drafting a new agreement such a con
tract must be completely fair and equitable both to buyers 
and sellers? Or is it true that the contract must favor one or 
the other? The people who have made these statements have 
had lots of experience, and have a good basis for their state
ments, i.e., that futures contracts must be biased in one direc
tion or the other in order to be attractive and to be traded in 
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volume on the market. This could be a real field of inquiry. 
Advisory Services 

There are scores of advisory services which importune 
prospective investors "every day, in every way" to join their 
exclusive club. Who are these people? What experiences do 
they have which qualifies them as advisers? How successfully 
have they guided the investments of their clients? Are some 
of these services formed primarily for the purpose of generating 
business for the sponsoring organization? 

What would happen if we turned some graduate students 
loose on this problem, who might systematically collect and 
collate 15 to 25 of these advisory services to determine the 
trend they favor whether bullish or bearish and the reasons 
they offer for the position taken. What influence do these 
services have on the general market? Will it cause the market 
to surge too far pricewise in one direction or the other? Could 
one safely take the opposite position from theirs on the as
sumption that they will be wrong more times than right be
cause the astute investors will anticipate over-extensions in 
market gyrations in advance of their occurrence? 
Overtrading 

One of the cardinal crimes of speculative trading is excess, 
i.e., overtrading. This subject, it seems to me, lends itself 
superbly to theoretical treatment. A definite analysis of its 
limitations should appeal to a mathematical economist. 
Hedging 

This is a phase of futures trading that might intrigue any 
student of marketing. Do most firms hedge all their positions? 
If so, why? If not, why not? If the answer is in the negative, 
what portion of the risk do they choose to carry? Can risks 
be classified? What is the relation between risks carried and 
the financial position of the firm? At what juncture in the 
market system are such risks preferably carried? 
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Pricing 
The major grain firms have the facilities and the staff which 

puts them in an enviable position for entering the market. 
Tha t is, do they ostensibly possess a supersensitive means of 
divining price trends? As a consequence, do they have a 
better sense of direction in taking positions in the market 
which will yield profits in excess of those experienced by other 
traders? 

If these firms make substantial gains, who absorbs the losses? 
Is it the general public? Where do the professional traders 
fit into this picture? Can one attain a degree of professional
ism that will enable him to win consistently in speculative 
trading? How long does it take to reach this stage of perfec
tion? 
Speculative Ventures 

The business of marketing is a necessary economic activity, 
and as such, it creates risks that are inherent in the process. 
Someone has to bear these risks. In doing so, they perform 
a necessary economic service. Our lawmakers should recog
nize that this is in the public interest and that it does not 
necessarily jeopardize innocent parties. 

The major question is, who should bear these risks? In a 
free society, I suppose it's anyone's privilege. I have been 
laboring under the impression, however, that it is the ama
teurs who are paying the fiddlers. In my search for inter
viewees, I have looked in vain in the hinterland among the 
doctors, lawyers, merchants, and bankers for successful specu
lators. I have talked to several broker friends who have been 
honest in assuring me that 75 to 90 percent of their clients 
lose significantly and fade away. In apposition to this notion, 
do the professionals consistently make money and become 
wealthy in the futures market? If not, who is it that gets paid 
for performing this necessary economic service? I will be 
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content to let the theorists and the researchers answer this 
question. 

FUTURES TRADING-ORIGIN, DEVOLOPMENT 
AND PRESENT ECONOMIC STATUS 

DISCUSSION 

CHAIRMAN M U T T I : Well, Henry, that is a tremendous 
start for our seminar program. I particularly liked your con
clusion indicating there are always problems to analyze and 
answers to seek, and I suspect some here in the audience have 
some questions. 

DAHL: You have indicated that the origin of futures 
trading arises as a case of necessity in determining price. You 
also claim that you wouldn't be too surprised if many more 
commodities, if not all, will be traded in futures markets. 

Will this come out of necessity or enlightened insight? If 
it is necessity, what do we mean by this? What kind of eco
nomic conditions will necessarily prevail? 

In other words, why will we get more futures trading? 
BAKKEN: The Europeans for example are evolving a 

common market. It is my theory that perfection in distribu
tion should be sought in order to maximize production in 
such an economy. If the Europeans want their common mark
et to proliferate and really succeed, they must have a much 
better market mechanism than they have at the present time. 
My first answer to your question is that I suspect that it will 
be brought about through necessity. They will be forced to 
adopt the most modern means of pricing and directing distri
bution. 

We have been giving very close attention recently to the 
common market in Central America. Central American in
tegration is really working very well, but they also need a bet
ter market mechanism, an organization that will get the maxi-
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mum out of reciprocal arrangements for commerce between 
the nation states. 

A specialist has just completed a study recommending a 
universal peso for all of the Central American countries. A 
common currency will remove one of the barriers to commer
cial intercourse in the Isthmus. 

If we wanted to buy a Cadillac in 1945, 1946 or 1947 in 
this country, we had to do it on a contract to arrive basis. 
There were no Cadillacs on the sales floors at that time for 
deliveries, so we were forced, as a matter of necessity, if we 
wanted to ride in a Cadillac, to go to the agency and place an 
order and at the same time post a margin as a deposit. 

This is one form of progress toward futures trading and 
away from the cash market. Historically, futures evolved in 
the same manner. The medieval merchants invented the bill 
of exchange. They evolved banking; they began dealing in 
futures markets themselves i.e., in contracts to arrive and con
tracts to deliver. 

We have a credit economy; nearly everything is done on a 
credit basis; this is my basis for suggesting, as a horseback 
guess, that 90 percent of the transactions today in our economy 
are in stages four and five, contracts to arrive and contracts 
to deliver a form of futures transactions as well as in bona 
fide futures. 

Why should we be spending all our time on the subject 
of marketing in classrooms describing what is going on in 
the cash market, when 90 percent of the show is in another 
area? 

My answer is, that futures trading will evolve as a neces
sity, but I do have hopes that the economists may come for
ward and really do some theorizing on this form of trading. 
Maybe they can project their influence by aiding and assist-
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ing the development in futures transactions, through their 
speculations. 

GOLDBERG: The wheat economy seems to have been 
on a decline in the use of futures trading in the last few years; 
in fact, in the current year. 

I noticed there were more hedging and pricing activities 
in the futures market in oats than wheat in one day here on 
the Chicago Board of Trade. It seems to me that the exporters 
— the group that handles 70 percent of the wheat in this 
country — don't use the futures market very much. 

Do you think that that is a factor in item four rather than 
five, or how do you explain it? 

BAKKEN: They say that the four most important sellers 
of grain in export are Cargill, Continental Grain, Louis Drey
fus and Bunge. So far as I know from my interviews, these 
four say they hedged almost all of their transactions. 

GOLDBERG: Well, can I put the question another way: 
If you were an exporter and you knew that the world market 
price was, say, $1.80 overseas, whether our wheat was $1.60 
or $1.50 or $1.70, it wouldn't make much difference to you, 
because the subsidy payment would make up the differential. 
Would you really be interested in a futures market? 

BAKKEN: Well, P.L. 480 of course is a contract of the 
government, and you essentially have a hedge there in the 
government contract, but if you are in the free market, almost 
anything can happen in the export business. In talking with 
representatives from Continental, Cargill and Bunge, these 
corporations are dealing in PL 480 wheat and in some free 
wheat. Otherwise I am grossly mis-informed. Much of this 
so called "free wheat", of course, is in the form of feed grain. 

EHRICH: You said that the Chicago Board of Trade served 
for twenty years without hedging, but I understood Irwin 
in his "Evolution of Futures Trading" to say that the corn 
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trading, for example, developed in a sense from hedging; 
that is, the country buyer of corn needed cash during the win
ter when the rivers were frozen over, so he sold corn forward 
as a hedge to the buyers in Chicago, et cetera. 

BAKKEN: You are referring to time contracts, I believe, 
which were actually speculative contracts. His main thesis 
was primarily based on the egg market. Hedging in corn oc
curred in the late 70's or early 80's. (Note: evidence on this 
point can be found on pp. 82-83 of Irwin's book — Evolution 
of Futures Trading) 

E H R I C H : What commodities were traded in futures in 
1867? 

BAKKEN: Wheat, (note: a check of the records reveals 
that corn, oats, rye and provisions were also traded in the 
period 1850-1859.) 

EHRICH: There was no hedging in wheat until the 80's? 
BAKKEN: That is correct, according to the record. I can't 

find any evidence of any hedging, because hedging, it is said, 
evolved sometime in the 80's. (note: refer to p. 83 Irwin's 
book) 

E H R I C H : In Irwin's book, I don't know whether he actual
ly said "invariably", but futures markets tended to develop as 
a result of hedging — so this was my question. 

BAKKEN: Well, Irwin, I suppose, was taking the text
book approach; that hedging is one of the prime functions 
of the futures market. This matter of price insurance of 
necessity evolved in time as futures maturated. 

Roger Gray is on the program this afternoon. He may 
take the opposite position from mine on hedging. This will 
be quite agreeable, because, then, we set up a basis for fur
ther investigation to determine who is right. 

M U T T I : Well, in line with that last question and the dis
cussion: Are you distinguishing between hedging on an or-

[27] 

©1966 Mimir Publishers, Inc.



FUTURES TRADING SEMINAR 

ganized futures exchange and a means of shifting risk, which 
I think Ehrich is describing? He mentioned the forward sale. 
It doesn't need an organized market, and it's not the simul
taneous cash-futures position. 

EHRICH: Well, as a matter of fact, the development of 
the corn market supposedly came out of the first forward sale, 
stage four, and then these forward contracts became negoti
able, and pretty soon, they organized or centralized the trad
ing on the basis of hedging. 

BAKKEN: That's right, but no hedging in corn occurred 
before the late 70's or early 80's. 

MEIBURG: You mentioned that both parties don't ne
cessarily gain on an exchange; one may lose or both may break 
even. 

Does this necessarily hold if you compare the results with 
what would have happened had there been no exchange? 

What I am saying is, that in an exchange, there may be a 
loss on one side and a profit on the other, but the loss or 
profit might not be as great. Why would a person willingly 
take a loss? 

BAKKEN: You might go down on the floor of the exchange 
and ask one of these speculators that question? 

MEIBURG: It's a willing transaction? 
BAKKEN: Certainly, but don't confuse the trader with the 

ultimate user. 
My wristwatch was purchased in Guatemala a couple of 

months ago because my old one played out on me. Did I lose 
or gain in this transaction? 

I get a tremendous utility out of this watch. This is in the 
field of production economics. So I must have gained, even 
though I paid a much higher price than I should have for this 
watch. 

If I were a dealer in watches, I might be a big loser. Or, if 
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I were a trader with a high priced contract for the watch, 
without the right to use the watch, I could be a loser. 

Marketing, to me, is restricted to the business of negotiating 
contracts for the transfer of titles to the product. 

My graduate students come to Chicago annually to visit 
the cash and futures markets. When these students enter the 
gallery, we have them take a position in the market. Then, 
we close them out of the market at the closing prices to see 
whether they have a loss or a profit. 

I have never had a student that didn't either lose or win, 
in these pseudo transactions. 

When it comes to the matter of transferring title to any 
goods, there may be unknown market opportunities some
where in the field where one could have done better, so the 
amount by which he could have done better in a transaction 
is the amount which he lost in such transaction. 

If you've got an exceptional bargain, you are the winner. 
The fellow who sold the goods failed to make the most of the 
situation because he didn't know other existing market oppor
tunity. 

SCHRUBEN: But seriously, Henry, it seems to me, that 
you are measuring whether one gains or loses only after a 
lapse of time. 

Now, are you able to detect at the time of the transaction 
who is going to gain or who is going to lose? Can this be 
detected at the time of the transaction, and will the loser then 
at that time actually engage in the transaction? 

BAKKEN: I have made deals, Leonard, and inquired af
terwards what I could have done if I had been sane enough 
to wait, and inquire more intensively about my other oppor
tunities. 

This would be a simultaneous phenomenon. I was a loser 
in a particular transaction, because I acted too rashly, without 
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knowing the other market opportunities in the field. 
A true test of the trade is in the market. You can gather 

all the information you feel is necessary about what the com
modity is worth. You make a commitment and back it up 
with cash then, lo and behold! You find that you are wrong 
and you have lost money on the transaction. 

SCHRUBEN: This is my point. You are measuring wheth
er or not one gains or loses only after a lapse of time. 

BAKKEN: There are two ways of determining losses and 
gains in the type of transaction we are discussing. One is 
simultaneous, the other is after a lapse of time, presumably 
when a successive transaction is consummated. 

Relative to the simultaneous determination, any competent 
research agency could post a staff of well informed buyers 
in a wide market, for example, and determine the precise 
range of opportunities to buy a given commodity at an in
stant in time (say at 11:41.5 a.m. on March 24, 1966). These 
prices might then be compared with the actual price paid by 
a neophyte instructed in advance to go into the market and 
make the best buy possible of the same commodity at the time 
specified above. Allowance could even be calculated for trans
portation differences and other costs to reduce the oppor
tunity transactions to a common denominator. 

The second means of measuring gains or losses is through 
a subsequent transaction after a lapse of time. If one buys a 
commodity on Monday and sells it on Friday, the chances are, 
in a dynamic situation, that the price will have changed, and 
the subject will then know whether he has experienced a gain 
or loss. This means of measurement is not as precise or reli
able as the simultaneous measurement because value has been 
added to or detracted from the commodity during the lapse 
of time. From a pure research point of view I would prefer 
the simultaneous means of determination. 
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HANSEN: It seems to me there is an anticipatory situation. 
BAKKEN: Is this an aesthetic value you are talking about? 
HANSEN: You never enter into a transaction where you 

think you are going to lose. You would be worse off — 
BAKKEN: This is what the commerce schools have been 

teaching, and I say they are wrong. 
SCHRUBEN: But I think you are comparing one criterion, 

whereas they are talking about another; therefore you are not 
actually talking about the same thing; therefore neither one 
of you necessarily has to be wrong. 

BAKKEN: I believe they have broadened the field of mar
keting to include production economics, use, utilization, 
aesthetic matters and all the rest, hence all the confusion and 
no scientific approach. 

A R T H U R : It seems to me I detect in these comments at 
least three definitions of gain and loss, and it might help us 
shorten our discussion if we can agree that these three catego
ries should be distinguished. None of them relates to profits 
and losses over time, such as results from a purchase and sub
sequent resale. 

The first one, which has hardly been mentioned, is the 
gain or loss in terms of the persuasiveness or pressure within 
the bargaining range, between the two parties to a transaction. 
There might be a gain or loss in terms of who has the greatest 
information, or influence. 

The second one is the opportunity gain or loss represented 
by the difference between the price at which the transaction 
occurred and that which might be available to either party 
from other sources. (That is, they failed to find the best 
customer or the best bargain.) 

The third meaning which I think confuses us involves the 
fact that in a futures marketing system dealing in contracts, 
the total of all of the gains and losses, both over time and 
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at any given time, resolve themselves at zero. Or, we can 
make this even more simply by saying that the exchange it
self takes the opposite side of every transaction and care
fully arranges it so that its net position comes out at zero over 
any period of time. 

There is no net gain or loss over time within the carefully 
defined complex of the futures market itself. This may be 
an entirely different meaning than the one we are talking 
about in the two categories Henry and Leonard were dis
cussing. 

BAKKEN: I believe I could accept the definitions that you 
have suggested here in the matter of analysis. 

GOLDBERG: Because of your background and your study 
of all the history and evolution of these programs, you must 
have some ideas as to how the futures markets can best be 
utilized in the future development of the marketing of agri
cultural commodities. 

What is the environment that would make us utilize these 
markets to a greater extent and use them more effectively? 

BAKKEN: This is a very interesting study in itself. I have 
suggested to some of my graduate students that they set down 
all of the criteria or requirements for the establishment of the 
futures market, and this makes a very interesting paper. Where 
can these markets be established? Under what conditions can 
they be established? 

GOLDBERG: What I really meant was even those that 
are established, what change in the environment can improve 
the utilization of them? 

The question I asked before was an attempt to try to find 
out how you think we can get around some of the hindrances 
to the use of this market? 

BAKKEN: One of the big changes that could take place 
is to get the government out of the grain business. Some of 
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the fellows that I have interviewed think that we have reached 
the apex of governmental activity in the grain business; that 
we are now headed down the opposite slope, and that as they 
release the market to the enterprisers, that we will have more 
and more activity in the free market. 

And if we have more and more activity in the free market, 
we will have increased volume of trading in futures. 

I believe this is borne out in part by the extent to which 
trading is taking place on the Board of Trade. Volume has 
gone up tremendously, dollarwise. Fifty billion is a lot of 
money in one year. 

ANDERSON: It seems to me, Henry, that you have mini
mized the importance of hedging to some extent in futures 
markets. And I wonder if you, in your viewing of these mar
kets over time, feel that these markets can successfully func
tion as a forward-pricing device without the support of trad
ers or hedgers or people who are taking positions in the market 
with respect to some offsetting spot positions? He would not 
differentiate between the different forms of hedging, but sim
ply the base of hedging in the market as a means of price dis
covery in a future period. 

BAKKEN: Well, perhaps I have over-emphasized my pro
test against all the books that have been written in which the 
central theme is that futures markets exist for the purpose of 
hedging. I have been trying to point out that this is simply not 
true. Hedging is incidental to futures trading in that the main 
function of the futures is forward pricing. 

ANDERSON: Really, my question is, do you feel they can 
accurately forward price without extensive participation by 
hedgers? 

BAKKEN: Actually, if I were to restate your question, I 
would say do the hedgers perform any function in forward 
pricing? Do they express any judgment whatsoever in what 
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the price ought to be, and do they back it up with cash, and 
my answer is no. 

ANDERSON: What about the anticipatory hedger? Don't 
you think he is expressing some judgment? 

BAKKEN: Well, where he has no opposite position, he is 
a speculator during that time that he is participating, so he 
is in the position of the speculator, until he completes the 
hedge. 

ANDERSON: The selective hedger is another one who, 
it seems to me, is expressing some judgment as to pricing. 

BAKKEN: Then he is also in the category of the specula
tor during that period. 

ANDERSON: Well, he is speculating in a spot, probably, 
but not in the futures market. 

BAKKEN: You can speculate in the spot as well as the 
futures market. 

BIBLIOGRAPHY 

1. Emery, H. C , "Speculation on the Stock and Produce Exchanges 
of the U.S.," Colombia University Studies in History, Economics 
and Public Law, Vol. VII, #2, New York 1896. 

2. Brace, Harrison H., Value of Organized Speculation, Houghton 
Mifflin, Boston, 1913. 

3. Taylor, C. H., History of the Board of Trade of the City of Chi
cago (3 volumes), Robert O. Law, Chicago, 1917. 

4. Boyle, J. E., Speculation and the Chicago Board of Trade, Mac-
Millan, New York, 1921. 

5. Smith, J. G., Organized Produce Markets, Longmans Green and 
Company, London, 1922. 

6. Report of the Federal Trade Commission on die Grain Trade, 5 
volumes, Washington, 1920-24, (Vol. 5 pertains to futures trading). 

7. Hoffman, G. Wright, Hedging by Dealing in Grain Futures, 
Democrat Printing Company, Madison, 1925. 

8. Baer, Julius and Olin G. Saxon, Commodity Exchanges and Fu
tures Trading, Harper and Brothers, New York, 1929. 

9. Hoffman, G. Wright, Futures Trading, University of Pennsyl
vania Press, 1932. 

10. Irwin, H. S., Evolution of Futures Trading, Mimir Publishers Inc., 
Madison, Wisconsin, 1954. 

[34] 

©1966 Mimir Publishers, Inc.



ORIGIN, DEVELOPMENT AND ECONOMIC STATUS 

ADDITIONAL REFERENCES 

1. Yearbook of the Tokyo Security Exchange Company, To
kyo, 1957 

2. Security Market and Commodity Market, Seibunsha, To
kyo, 1958 

3. Legal History of the Exchanges in Japan, Fukuda, Tokyo, 
1950 

4. Commodity Exchanges N.K. Shinbunsha, Tokyo, 1958 
5. Annual Report on the Commodity Exchanges, Bureau of 

Agricultural Economics, Ministry of Agriculture, Tokyo, 
1956 

6. Harada, Kuzuyuki — Translator, manuscript on Futures 
Markets in Japan, 1959 

[35] 

©1966 Mimir Publishers, Inc.



/. Ctuwc[if0 Aafpifs of amscufptum 
2. Effective purchasing power 
3. Cocstoms atitf conva/ii&nce 
4. Wars 
5 fmilab/e substitutes 
£. Government /edu/atiorts/tc. 

Supply 
/ iVeatke/u 

Z. Kate offfou/ fo/mrfefs 
3. fiise&ses and'pezfs 
<£ Costs of productidxs 
S Atarfetafl& sqcpties 

6>. (puafitif of prodacfr 
7. 7ariffs 

@owwisn&zt~corrtrofz, 
e£c. 

/frAich btade does t/i& cutUnp1 P 

[36] 

©1966 Mimir Publishers, Inc.



T H E ROLE OF OPEN MARKETS IN COORDINATING 
AND DIRECTING ECONOMIC ACTIVITY* 

Yale Brozen 
Professor of Business Economics 

Graduate School of Business 
University of Chicago 

" . . . practically every individual has some advantage over all 
others because he possesses unique information of which ben
eficial use might be made, but of which use can be made only 
if the decisions depending on it are left to him or are made 
with his active co-operation." F. A. Hayek1 

a "PEN markets do an unbe
lievably detailed and effective job of utilizing information 
drawn from millions of individuals. They digest the infor
mation, signal the appropriate action to be taken in utilizing 
the available economic resources, and motivate individuals 
in the most remote corners of the world to take the necessary 
action.1 Open markets are also the most democratic institu
tions operating in the world today. They minimize tyranny, 
maximize opportunity, and eliminate special privilege.2 And 
open markets are the most efficient means for accomplishing 
these objectives. 

•Presented to the Future Trading Seminar, Chicago Board of Trade, April 28. 
1965. 

1 Hayek, Friedrich A. "The Use of Knowledge in Society", AMERICAN ECO
NOMIC REVIEW, September, 1945; reprinted in INDIVIDUALISM AND ECO
NOMIC ORDER, (Chicago: University of Chicago Press, 1948). 

2Demsetz, Harold "Minorities in the Market Place", NORTH CAROLINA LAW 
REVIEW, February, 1965. Friedman, Milton Capitalism and Freedom (Chicago: 
University of Chicago Press, 1962), Chap. VII. 
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Rather than dealing with these propositions at a general 
level, this paper analyzes specific instances of the operation of 
the "invisible hand". These are drawn from American experi
ences, although the reader should keep in mind that other 
economies provide striking examples. Even the Union of 
Soviet Socialist Republics, once the great enemy of market 
methods, is rediscovering the efficiency of open markets in 
guiding economic activity. Determining which are the appro
priate goods to produce, what is the appropriate technology to 
apply in production, and motivating the efficient production of 
the most efficacious goods is too complicated a task for central 
planning. The days of central determination of production 
quotas, of technology, and of pay and profit rates are beginning 
to fade in Russia because of the cumbersomeness and the ludi
crous inefficiency of that system of coordinating economic 
activity. 

The Russian attempts to motivate high productivity and 
output by rewarding ouput in excess of a quota of X pounds 
of nails, for example, led to a large output of spikes and roof
less houses for want of shingle nails. A shift to a quota of Y 
number of nails resulted in a great output of tacks and loose 
rails for lack of railroad spikes. Also, the fiction produced 
as accounting records in order to earn bonuses became an open 
scandal. 

Professor Frank Knight long ago prophesied the current 
move to reinstate a profit system in Russia, now that the Rus
sians have become concerned with their growing inefficiency 
in attempting to coordinate economic activity in an increas
ingly complex by central direction and regulation. He said; 

. . . any activity directed to change involves uncertainty as to 
its results and is inherently a gamble. It is in connection 
with initiative that management has meaning. An obvious 
consequence of the uncertainty of results is that managerial 
activities cannot be evaluated until after they are performed 
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— and often a very long time afterward, and most vaguely and 
doubtfully even then. This is the fundamental reason for the 
specialization of entrepreneurship, or risk-taking, which is 
the central principle of the enterprise economy and die real 
meaning of the profit motive or principle. The socialistic 
state would have no objective or rational basis for fixing the 
remuneration of managers, the indeterminacy of their value 
being proportional to the degree of efficiency, along with 
adaptive flexibility, the socialistic state might well find itself 
compelled to revert to the enterprise principle of leaving 
remuneration of all final management — i.e. of innovators — 
to be determined by results actually realized. If so, the last 
important economic difference between socialism and capital
ism would disappear.8 

Open Market Coordination to Meet Unpredictable Needs 
In this country, the extraordinary capacity of the invisible 

hand to coordinate economic activity, particularly where the 
coordination must occur in a complex and unpredictable situa
tion, is implicitly recognized in some of our regulatory legis
lation. The transportation of agricultural commodities by 
truck is exempted from regulation. Only the free market 
provides the amount of service required at the times needed 
at minimum cost.* For this reason, agricultural interests have 
insisted that their shipments by truck be exempted from regu
lation. They have learned from their nineteenth century suc
cess in putting railroads under regulation that service is wors
ened and rates increased by such controls.8 

The regulated set of enterprises operating in agricultural 
transportation demonstrate by their behavior what enormous 
losses of produce would occur and what costs would be in
curred if all agricultural commodity haulage were centrally 
controlled or regulated. Shortages of grain cars and the re-

8 Knight, F. H. "Socialism: The Nature of the Problem", ETHICS, July, 1940, 
p. 283. 

*The contrast between the costs of transportation under regulation and that in 
a free market is shown to be very marked indeed in an analysis of experience 
under the two sets of conditions by Stewart Joy, "Unregulated Road Haulage: 
The Australian Experience, "OXFORD ECONOMIC PAPERS, July, 1964. 

6 Hilton, George W. "Barriers to Competitive Ratemaking," I.C.C. Practioners 
Journal, June, 1962. 
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sultant necessity to store grain in the open with the conse
quential spoilage are a recurring phenomenon. This is a re
sult of the regulation of railroads — a phenomenon which 
would not occur in the absence of regulation. If the price of 
rail transportation of grain, per diem car rates, and demurrage 
rates were determined in an open market, cars would move 
to those points where storage facilities are in short supply in
stead of frequently landing at points where storage is ample. 
They would be used for commodities in urgent need of trans
port instead of being applied to low priority movements of 
other goods whose transport could be postponed. It is fortun
ate that truck movements of agricultural commodities are 
exempted from regulation, or we would find ourselves in the 
Brazilian situation where one-third of the crops produced in 
the interior rot for lack of expeditious and adequate trans
portation.6 

A crisis in the wheat harvesting season in 1952 illustrates 
how open markets can meet very short term emergency situa
tions. The market did a job at that time which could never 
have been handled by central planning or by regulation as 
expeditiously or as efficiently. Unusual weather in late May 
and early June ripened almost all of the 15 million acres of 
Kansas wheat simultaneously by the middle of June. Usually, 
wheat ripens about the middle of June in south central Kansas. 
The custom cutting crews with their combines began harvest
ing there and move toward west and north Kansas in July, 
finishing in the northern and western areas in August and 
September. 

With almost all of Kansas ready to be harvested by June 
16, in 1952, it appeared that only a few farmers would be 
able to get their wheat in before losing their crop to hailstorms, 

' Dunn, J. K. "Grain Storage Needs in Brazil," Brazilian Technical Studies (Wash
ington: Institute o£ Inter-American Affairs, 1955), p. 395. 
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fire, wind, and other causes. "At this point, the pull of the 
price mechanism came into action, as the services of available 
machines were snapped up at rates of four to five dollars an 
acre [as compared to the usual three dollars an acre]. Across 
the prairies the long distance telephones were busy; . . . spot 
radio announcements of combines urgently needed in Kan
sas' . . . at generous prices [were sponsored]. 

"Unsold combines disappeared from dealers' lots all the 
way to Canada; and from Texas to the Dakotas farmer-operat
ors dropped their farm work, loaded their machines, and set 
out for Kansas. Added to the solid core of some 3,500 full-
time professionals . . . came almost 5,000 extra outfits eager 
to dig their cutter bars into wheat at four and five dollars 
per acre. They came just in time and in ample quantity. 
Almost no machines were to be seen waiting for jobs, yet in 
almost every field there was at least one big combine knifing 
its dusty way through the wheat."7 

The market mobilized equipment and manpower from the 
far corners of the country in an amazingly short time to meet 
the emergency. It mobilized those pieces of equipment and 
that manpower which occasioned the least sacrifice of alterna
tive product. It avoided ordering equipment and manpower 
into the crisis area which would have entailed unduly large 
costs and sacrifices. Could any central planning bureau do 
anywhere nearly as well? Could any set of regulations of 
price or usage have done anything but reduce the expeditious-
ness and efficiency with which the job was done? 

The story of India's attempt to improve agricultural prac
tices illustrates the point by an opposite experience. In 1959, 
agricultural agents were sent out by the government to per
suade farmers to adopt new practices to improve their yield. 

'Williams, C. M. "Enterprise on the Prairies," HARVARD BUSINESS REVIEW, 
March-April, 1953. 
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The agents did an outstanding job of persuading farmers to 
prepare their fields for the use of new seed varieties and for 
the application of fertilizers. Unfortunately, the seed did not 
arrive on time and the fertilizer was delivered to the wrong 
places. Fields went unplanted with considerable damage to 
peasant income and the Indian food supply. 

A complaint made during the late April floods along the 
Mississippi in Illinois illustrates the power of the market to 
coordinate activity. The city engineer of Rock Island com
plained that sand bags were being trucked into the area 
threatened by flooding and offered at 15^ per bag. He felt 
that such profiteering should not be permitted since the price 
before the flood threat occurred was 12^ per bag. One may 
wonder how he would have felt if no one had anticipated the 
great demand for sand bags or been motivated to truck them 
in? How would he have protected the property for which he 
was responsible if no sand bags had been supplied or if — in 
other words — the price of sand bags had been infinite? 

While open markets succeed in coordinating activity even 
to meet short term, unpredictable emergencies, central plan
ning often fails to meet predictable, longer term needs. The 
Indian situation cited above is one illustration. Another is 
that described in an April 28, 1965, U. P. I. story from Moscow 
based on information in Pravda. The newspaper lamented 
that several 16-story apartment houses in suburban Moscow 
were finished, but nobody could move in. No elevators. The 
situation was not unique to Moscow, Pravda said. "In many 
cities of the country tall buildings are being put up and every
where there is a shortage of elevators." 

Open Market Coordination in Changing Circumstances 
However, let us turn to the co-ordinating and directing 

power of the market in a situation which is not a short-term 
harvest crisis or flood threat. Let us take the somewhat longer 
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period from 1939 to 1946 when the American economy was 
dominated by the necessity of mobilizing for war and de
mobilizing on the return of peace. One group of industries 
was completely dominated by this set of circumstances. The 
munitions industries (as segregated by the Census of Manu
facturers and the Bureau of Internal Revenue) doubled its 
capital in 1940, again in 1941, and in 1942 quadrupled its 
capital. In 1939, assets in the munitions industries were $0.6 
billion; in 1943, they amounted to $13.4 billion. The subse
quent decline was even more abrupt; within three years the 
capital of the munitions industries had fallen to $2.4 billion." 

The magnificent response of the munitions industries to 
war demands and their subsequent rapid adjustment to the 
decline in demand was a result of the effectiveness of the 
profit incentive. Some may think that the directives of the 
War Production Board produced this result. These people 
should "talk to the men who staffed the War Production 
Board". The WPB found that the stick could slow production 
and asset formation in some lines of production, but the carrot 
had to be dangled to obtain increased production. The actual 
profit record — the incentives which produced this result — 
is shown in the table 1 on page 44. 

As long as the rate of return in munitions exceeded that in 
all industries, the assets of the munitions industries increased. 
After 1943, when the rate of return in munitions fell below 
that in all industries, assets employed in these industries de
creased. 

Following World War II, the American economy shifted 
from war to peace with relatively greater ease than the Euro
pean economies, despite the lack of direction from govern-

S G. Stigler, CAPITAL AND RATES OF RETURN IN MANUFACTURING 
INDUSTRIES, (Princeton: Princeton University Press for the National Bureau 
of Economic Research, 1963), p. 15. 
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TABLE 1 
AVERAGE RATE OF RETURN 

Year All Manufacturing Industries Munitions 

1941 8.56% 11-67% 
42 7.30 12.12 
43 7.30 9-65 
44 6.59 6.18 
45 5.43 4.39 
46 8.13 -2.65 

Source: Stigler, G. CAPITAL AND RATE OF RETURN IN MANUFACTURING 
INDUSTRIES, (Princeton University Press for the National Bureau of 
Economic Research, 1963), p. 36. Rates of return in the munitions in
dustries are on mid-year assets except 1946. 

mental authorities. England and other countries which used 
government boards to redirect resources, and price controls 
and rationing to prevent chaotic consumer markets, had much 
greater difficulties (aside from those caused by war damage).9 

Areas in which governmental controls in the United States 
were continued, such as housing, suffered from the same diffi
culties common in Europe. 

No one told the managers of U. S. enterprises which prod
ucts they should produce. How, then, did we avoid the calam
ity of too many firms rushing into some industries and not 
enough into others in the shift from war to peace production? 
The market mechanism, profit, and other income incentives 
did for us the job which state planners attempted to do in 
other countries. Where products were in short supply relative 
to demand, prices went up, profits were attractive, and capacity 
was built or shifted to meet needs. Where products were avail
able in relatively more than adequate quantities, prices drop
ped, profits declined or turned into losses, and labor and other 
capacity were released to alternative uses. 

The incentives which guided the adjustment are graphically 
illustrated in Figure I. In 1946 a disequilibrium situation 
prevailed. Production rates had not yet been adjusted to pro
vide the things preferred by consumers. The disequilibrium 

9Jenkes, John Ordeal by Planning (New York: The MacMillan Co., 1948. 
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Rate of 
Return 

Textile Mill Products 

Printing and Publishing 

Paper and Allied Products 

Food and Beverages 

Furniture and Finished 
Lumber Products 

Total Corporate Manufacturing 

Iron, Steel, and Nonferrous Metal 

Machinery, Except Electrical 

Electrical Machinery 

Transportation Equipment 

Figure I Rate of Return on Capital ~ Corporate Manufacturing 

Source: National Industrial Conference Board, The Economic Almanac 
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manifested itself in the spread of over 20% between the rates 
of return on net worth in the least and most profitable manu
facturing industries. Consumers and the government no longer 
wanted the products (the P-47's, B-17's, tanks, and liberty 
ships) which had been produced by the transportation equip
ment industry. On the other hand, they wanted far more at 
average cost prices than the textile industry was able to turn 
out in 1946. The loss of -3.8% in the transportation equip
ment industry goaded it into releasing resources and changing 
its output to more desirable goods. The 16.7% rate of return 
in the textile industry attracted resources and led the in
dustry to increase output. 

The rate of return in an industry exceeded the average 
obtainable in other industries when consumers wanted more 
product at average cost prices from that industry than the in
dustry could supply. Owners of resources were attracted to 
the above-average-return industry. Contraction and product 
changes in below-average-return industries and expansion in 
above-average-return industries resulted in a decreasing 
spread between industries as they approached equilibrium 
rates of output (output of the goods relatively most preferable 
to consumers). The 20.5% spread in 1946 decreased to 9.7% 
in 1948. The spread decreased further to 5.8% by 1950. Re
conversion was accomplished at a minimum cost and with 
a speed which surprised the central planners. They predicted 
doom when civil servants were stripped of the wartime powers 
they had exercised. 

Differences among rates of return on capital not only at
tracted capital from the low-return to the high-return indus
tries; they also attracted labor. High-return industries attract
ing capital bid for labor to operate the additional capital 
equipment. Low-return industries producing goods for which 
consumers were not willing to pay much could not afford to 
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meet the bids of the industries producing the preferred goods. 
The manufacturing industries which grew most rapidly 

between 1948 and 1957 increased wage rates 17% more than 
did those which grew least rapidly. The upper quarter of 
manufacturing industries, ranked by growth in output, in
creased their production by 84%. T o obtain the labor force 
required, they raised wage rates by 57%. On the average, 
manufactured output increased 30% in this period and manu
facturing hourly earnings rose 5 1 % . The lowest quarter of 
manufacturing industries gained only 10% in output. Since 
all the increase and more in the lowest quarter was taken care 
of by increased productivity, the lower quarter did not find 
it necessary to retain all its labor. T o retain the amount re
quired, these industries had to at least partly meet the compe
tition of expanding industries. They raised wage rates by 
40% to do this, which was inadequate to retain all their labor 
force in the face of a 57% rise in the upper quarter, but suf
ficient to retain a large portion. 

The upper quarter of manufacturing industries grew by 
producing goods relatively more attractive to consumers in 
design and price. By improving design, raising productivity, 
and cutting price they made themselves profitable to both 
their suppliers of capital and to their labor force. As shown 
in Figure II, the more profitable industries were also high-
wage industries. The four highest-return industries paid 
wages exceeding $5,000 annually (1957). They were bidding 
labor as well as capital away from the industries producing 
less preferable goods. The four lowest-return industries paid 
wages under $4,000 annually and were losing labor to the 
high-wage industries. 

In a few industries, increased wage rates were the result of 
union power rather than of markets reflecting strong demand. 
In these industries, job opportunities were restricted by the 
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RATE OF RETURN 
(% of net worth) 

ANNUAL WAGE 
(per full-time employee 

14.7 

14.2 

13.3 

12.6 

12.5 

11.9 

11.4 

11.2 

10.9 

TRANSPORT EQUIP. 
(NON-AUTO) 

MOTOR VEHICLES 

CHEMICALS 

ELECTRICAL EQUIPMENT 

$5,600 

$5,400 

$5,350 

$5,120 

TOBACCO 

INSTRUMENTS 

PRIMARY IRON AND STEEL 

RUBBER 

$3,200 

J $5,090 

$5,610 

$5,040 

ALL MANUFACTURING $4,610 

9.3 

8.6 

8.5 

7.0 

6.3 

4.7 

4.2 

FABRICATED METALS 

FOOD 

$4,820 

$4,350 

FURNITURE $3,815 

LEATHER 

APPAREL 

LUMBER AND WOOD 

TEXTILE-MILL PRODUCTS 

$3.195 

$2,900 

$3,280 

$3,200 

Figure 11 Rate of Return and Average Annual Wage-Manufacturing Corporations, 1957 

Source: Bureau of the Census, Security and Exchange Commission 
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over-pricing of labor. Coal-mining was a prime example of 
undue increases in wage rates with a consequent loss of jobs 
and movement of people out of high productivity work into 
low productivity occupations, the reverse of the movement 
which occurs in open markets. In the mid-forties, coal wage 
rates were 18% above factory rates and 380,000 men were 
employed. By 1960, wage rates had been pushed to 40% 
above now higher factory rates and job opportunities decreased 
to 170,000. 

Regional Adaption 
Higher incomes in open markets act as an incentive to 

owners of resources (labor and capital) to move their re
sources not only to the industries where they produce the 
most desirable products, but also to the regions where they 
will be most productive. As we can see in Figure III, per 
capita income in the Southeast United States in 1929 was only 
52% of the national average. Evidently, people in this region 
were only about half as productive as the average U.S. resident. 
This was partly because of lack of capital for each industrial 
or other worker, partly because of regional handicaps such 
as poor markets and transportation. On the other hand, Mid
east U.S. per capita income was 137% of the national average. 
Evidently, there were very productive uses for labor in this 
area. 

Workers migrated from the Southeast to the areas where 
their labor could be used more productively. This movement 
left fewer workers on the land. The increase in land per farm 
worker raised productivity. Proportionately, more investment 
was made in the Southeast than elsewhere since labor could 
be bid away from the inferior alternative uses at lower costs. 
As a consequence, per capita income in the Southeast rose 
to 75% of the national average by 1964 in spite of a great 
rise in the national average which occurred simultaneously. 
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Region 

Year 
1929 | | 

1964 f ^ ^ ^ l 

Relative 
Change 

Mideast 

Far West 

Great Lakes 

Plains 

Southwest 

Southeast 

138 

129 

New England 125 

114 

Rocky Mountain 85 

81 

67 

52 • 

F5? 

£25 

^ 
115 - 17% 

118 

^ 

^ 

2£a 

n% 

6% 

111 

107 

92 

93 + 15% 

85 + 27% 

75 + 44% 

U. S. Per Capita Income 
(1964 Prices) 

1929 
1964 

$1,310 
$2,550 

Figure 111 Changes in Per Capita Personal Income (as Percentage of U. S. Average) 

Source: Survey of Current Business, April 1965 
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Mideast and Far West per capita income rose between 1929 
and 1964 but not as rapidly as the average for the nation since 
the average wage was being raised partly by decreasing the 
number of workers incurring low incomes in the Southeast 
and increasing the number receiving higher incomes in the 
Mideast and Far West. (This slower rise in the Mideast and 
Far West is simply a statistical oddity and does not indicate 
that these regions were failing to increase productivity and 
per capita income.) 

The voluntary movement which has occurred out of South
east U.S. and into regions such as the Far West may be con
trasted with the involuntary movements forced upon people 
by the Resettlement Administration in the 1930's. An illus
trative story is the experience of a group of Ozark tenant 
farmers. Their farms were bought by the Resettlement Ad
ministration. They were told the farms would no longer be 
rented to them. The Resettlement Administration was in
tent on moving people from low productivity areas where 
they produced little income to high productivity areas where 
they could produce higher incomes. The Ozark tenant farm
ers were in effect forced to move from the farm in Southern 
Missouri which provided them with little income to farms 
in Northern Missouri which provided much better incomes. 

Within a few years, however, most of the people involved 
had drifted back to Southern Missouri. When asked why they 
preferred poverty in the Ozarks to better living in Northern 
Missouri, the replies summed up to "We missed the coon 
hunting and the hills." 

The voluntary movement which has taken place has been 
of self-selected persons. The people who chose to move were 
those to whom higher income was more important than "coon 
hunting and the hills". Those who preferred their current 
surroundings did not have to move and did not. Yet, they did 
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not lose by staying behind. Those who moved left behind 
capital and land which increased the resources per man of 
the stay-homes. This increased the income of the stay-at-
homes. 

The voluntary process of resettlement works better than 
the involuntary process. It selects, by self-selection, those peo
ple to whom the sacrifices or costs entailed by movement are 
minimal and to whom the gains are relatively more important. 
Usually, those who voluntarily move are those who can make 
relatively greater gains—who can do better in their new cir
cumstances relative to the old. The voluntary response to 
the incentives of the open market does more to raise average 
productivity than managed moves of non-volunteers admin
istered by a government bureau. 

T o the extent that greater gains can be made by moving 
higher productivity employment to where people are than by 
moving people to where higher productivity employment is, 
capital will and does move. If a plant can operate less expen
sively in the Southeast than in the Northeast, it will be built 
in the Southeast. If it is cheaper to export product than peo
ple, taking account of the compensation required to pay the 
cost of the move and offset the losses in moving to a less pre
ferred location, then employers find it economic to locate 
their plants in the Southeast. T o the extent that it is cheaper 
to move people, taking account of their preferences, then 
plants are built in the Northeast and employers bid enough 
to attract those willing to move — enough that the move to 
higher income areas is preferable to the gains of remaining 
and earning a lower income. Those who prefer additional 
income obtain what they want and those who prefer other 
values choose what they want. The additional income is in 
effect, an offer by employers to share with their workers the 
savings of locating in a less preferred location. If these shared 
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savings are preferable to the nonpecuniary values of a pre
ferred habitation, the individual has the opportunity to ex
press and act on his preference. 

Only in an open market is it possible for those individuals 
who prefer to share in the savings of a less desirable location, 
from the point of view of habitation, to take their share of 
the savings while others to whom the more desirable location 
for habitation is preferable can, in effect, purchase the oppor
tunity to live in a more desirable location at a minimum cost. 

The events I have described above should warn us to go 
slowly in enacting special aid and subsidy measures for low-
income areas in the United States, as has been proposed in 
Congress and is being currently carried out. If these measures 
take the form of subsidizing people to stay put, the incentive 
to transfer resources to superior uses may be removed. As a 
result, per capita incomes—aside from subsidies—in distressed 
area may then remain low relative to the average for the nation. 

This is perhaps best illustrated by analyzing the TVA area 
experience. Here is an area which has been and is heavily 
subsidized. Capital is provided by the Federal government 
(by the rest of the country) for many projects at a price of 

two and one half per cent. All the capital for some projects 
is provided at no cost to the TVA area. Electricity is furnished 
to many buyers in this area at substantially lower prices than 
in neighboring areas whose suppliers must bear a heavy tax 
burden. The power company in Arkansas pays out 24% of 
its revenues as taxes. The TVA makes payments in lieu of 
taxes, but these amount to less than one per cent of its revenues. 
Tha t is quite a substantial difference in the tax burden aside 
from the direct subsidization of the capital supplied to the 
TVA. 

Presumably in these circumstances, the people of the TVA 
area should have gained enormously. 
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An analysis made by the Kentucky Utilities Bureau in this 
regard turned up a very surprising result. The Bureau was 
asked to determine whether it would be wise to invite the 
TVA to extend its operations further into Kentucky. In 
order to answer the question, it studied the TVA area and 
eight surrounding areas. It measured the change in various 
welfare indices such as per capita income, longevity, level of 
education, freedom from incidence of certain types of disease, 
etc. As a result of the study, Kentucky decided not to invite 
the TVA to further extend its area of activity. The surround
ing areas had, on the average, done as well as the TVA area. 

When I heard of the study, I was puzzled about the results. 
They seemed paradoxical to me or, to put it bluntly, I found 
them hard to believe. It was only after a number of students 
had done some further analysis that an explanation emerged 
which made the study credible. The data on migration made 
the pieces fall into place. What TVA does is to subsidize 
people to stay put who otherwise would migrate. Voluntary 
migration of people out and of capital in and a change in 
the rural-urban balance did for the surrounding areas what 
the subsidies did for the TVA area. 

In essence, what TVA has done and is doing is to subsidize 
people to stay put in an area of lower productivity than the 
areas to which they would move. This means that we are 
keeping people in low productivity jobs instead of letting open 
markets work to move them to higher productivity jobs. T o 
this extent, average productivity in the nation is lower and 
per capita income is lower than it would in the absence of 
the TVA. Also, income per capita in the TVA area is lower 
than it would be absent the TVA. The capital drain from 
the rest of the nation has kept per capita income from rising 
as rapidly as it otherwise would which has reacted to cause a 
less rapid rise in the TVA area. 
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Open Markets Coordination of Research 
and Technology 

Most of the analyses made of markets and their role has 
been in terms of how markets respond to given demands by 
moving resources to the production of more desirable goods 
from those less desired. Some analyses have also shown that 
socially optimum technologies will be selected by entrepre
neurs guided and restricted by open markets. There has also 
been some work done which shows that non-optimum tech
nologies are used when there is no open market guiding and 
controlling those who select techniques.10 

At this point, I want to turn to a more difficult and less 
analyzed area, the role of open markets in directing research 
and development. I will do this simply by discussing some 
examples.11 

In 1950, we had an enormous rise in the demand for ben
zene. The price had been 14 cents a gallon. Since it was an 
ingredient in the making of certain explosives, the outbreak 
of the Korean War greatly stimulated the demand. Since the 
price was still free to move, price ceilings not yet having been 
imposed, the price moved to 50 cents a gallon. 

The price rise was an expression of the great new demand 
for benzene for certain overwhelmingly important purposes. 
It also served as an incentive for people to conserve the use 
of benzene in less important applications and release it for 
the more important. 

T h e price rise created an additional response. It presented 
an opportunity to obtain a pay off from the development of 

10Brozen, Y. "Determinants of the Direction of Technological Change," American 
Economic Review, May 1953. Also Y. Brozen, "Economics of Material Progress," 
Revista Brasileira de Economia, Septembro, 1954. 

11 See Brozen, Y. "The Role of Government in Research and Development," The 
American Behavioral Scientist, December 1962, for a general analysis. 
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new technology for producing benzene from a new source. 
Benzene had been produced primarily as a by-product in the 
production of coal chemicals. Because of its by-product status, 
the elasticity of supply from the then available sources was 
very low. At the old price of 14 cents, it would not have paid 
to develop new sources by creating new technology and there 
was little need for new sources since the supply was ample. 
The 50 cents price was a signal that the supply was no longer 
ample and an incentive to develop a new source. 

Universal Oil Products responded to the signal. They did 
some work on the plat-forming process for handling petroleum 
hydrocarbons. In three months, they developed a process for 
producing benzene from petroleum. The price of benzene 
then dropped to 25 cents, which provided the signal that 
further research and development was not needed unless it 
was likely to create a process more efficient than the plat-
forming method. 

The open market responded to the benzene scarcity. It 
directed research to do a job to the extent that resources de
voted to research could do the task with a smaller requirement 
than putting resources into conserving benzene and substitut
ing other materials. 

The opposite of open market direction is exemplified by 
the reaction of the Federal Bureau of Mines and Congress at 
the same time. The Bureau of Mines said to Congress and 
the Defense Department, "We will be running out of petro
leum soon. How are you going to move military equipment 
such as planes and tanks which depend on petroleum prod
ucts?" The Bureau asked for a $400,000,000 appropriation to 
work on the hydrogenation of coal and extraction of oil from 
shale. It almost frightened the Defense Department and Con
gress into pushing the appropriation through. 

The oil industry is as much interested in providing liquid 
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fuels for military equipment as the military establishment is 
in obtaining the fuels. T o the extent that it would be cheaper 
to produce the fuels by coal hydrogenation and by extraction 
of shale oil, the industry would move in that direction. The 
industry had maintained a continuous program of research 
on a small scale to be ready to move when the state of science 
was appropriate and the scarcity of alternate sources of hydro
carbons made it necessary. 

T h e time was not ripe, however, and the industry indicated 
this in Congressional testimony. Nevertheless, Congress did 
appropriate $100,000,000 and the Bureau of Mines built a 
pilot plant at Carthage, Mo. and increased the scale of work 
at Rifle, Colorado. Both plants were shut down a few months 
later and have sat idle for well over a decade. We have wasted 
$100,000,000. 

There is the difference between the open market response 
and the controlled market response." Those in the open mar
ket are forced to operate on the basis of economical use of re
sources since they cannot call on taxpayers to pay for their 
mistakes. The controlled market operated on the basis of scare 
headlines instead of the realities of resource availabilities and 
economy. 

I should add that the futures market is enormously helpful 
in making research and development decisions. T o illustrate, 
consider the copper scarcity with which we are faced. The 
price of copper is now 68 cents a pound in the London market. 
Is this a situation which calls for a long term or a short-term 
response? Should we launch research programs to develop 
new sources of copper and replacements for copper? Or should 
we simply use our available inventories of copper? Should 
we try to squeeze more out of existing mines? Or should we 

" F o r other examples, see Brozen, Y. The Role of Technology in Conserving 
Strategic Materials (multilithed 1951). 
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launch an extensive search for ore bodies and open up those 
now available in remote locations? 

The fact that copper futures are selling for 40 cents a pound 
makes the current situation an obviously short term problem. 
It signals that the appropriate actions are primarily short term 
in character. If copper futures were much higher, then the 
signal would be flying that long-term responses are appropri
ate. T o the extent that some long term responses are worth 
undertaking even to save or provide 40 cent and under cop
per, they are being signaled for and motivated currently. At 
the same time, the open market tells us not to undertake long 
term responses which are worthwhile only to save or provide 68 
cent copper. 

Conclusion 
Central planning has been praised as a superior technique 

for organizing the use of resources, selecting techniques, and 
directing production because presumably it employs reason 
and is rational. However, this is an argument for planning 
as against no planning. The issue thus drawn is false. 

Open markets are a method of co-ordinating the decentral
ized planning of many organizations and individuals. Each 
plan can be fitted to local circumstances employing local 
knowledge in such a way that the total is co-ordinated under 
the constraints imposed by total resources and total needs. 
The issue is not plan versus no plan. It is centralized versus 
de-centralized planning; limited initiative by a few or wide
spread initiative by many. 

This nation has attempted to maintain wide-spread initia
tive and, at the same time, intervene in open markets with 
special programs to benefit politically powerful blocs and 
presumably worthy persons who are not receiving "fair shares." 
Where these interventions have changed the signals, such as 
wage rates and prices, or forced re-allocations of resources 
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among areas or lines of production, such as the subsidization 
of certain activities like agriculture and certain areas such as 
the TVA region on Appalachia, the results are frequently the 
opposite of those intended. 

One example of a result opposite the intent has been de
scribed (the TVA instance). In that case, the intended bene
ficiaries are worse off than if the intervention had not been 
undertaken. Additional examples which illustrate the same 
point can be named. The tariff, which is supposed to protect 
the levels of living of American workers from the competi
tion of low paid foreigners, has simply monopolized low paying 
jobs for Americans and prevented them from obtaining bet
ter paid jobs which would have been available absent the trade 
barriers we have imposed.13 The imposition of the minimum 
wage and its subsequent increases have caused a loss of better 
paying jobs by many of the intended beneficiaries and forced 
them into lower paying jobs or unemployment.14 The sub
sidies provided for agriculture through such devices as the 
Rural Electrification Administration have depressed rural 
wage rates and increased poverty while enriching the already 
well-to-do." The federally sponsored and subsidized urban 
renewal programs which some believed would benefit poverty-
stricken slum dwellers have forced them to pay higher rentals, 
reduced the supply of housing at their desired rental levels, 
and destroyed the livelihoods of hundreds of small business 
people." 

Open markets have done a magnificent job of eliminating 

18 See Brozen Y. "The New Competition — International Markets: How Should 
We Adapt?" Journal of Business, October 1960. 

"Brozen, Y. "Minimum Wage Rates and Household Workers," Journal of Law 
and Economics, October 1962. 

M Johnson, D. G. "Output and Income Effects of Reducing the Farm Labor 
Force," Journal of Farm Economics, November 1960. 

" T h e Chicago Housing Authority, Rehousing Residents Displaced from Public 
Housing Clearance Sites in Chicago, 19)7-58. 
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poverty, of improving the status of Jews, Negroes, the Irish, 
and other minority groups, and of providing opportunities 
and outlets for the creative use of the energies of the most 
deviant persons who are frequently jailed or shot in less open 
societies. Such markets make it impossible for the few to 
monopolize power and tyrannize their fellow countrymen. 
This, of course, is the reason that those with a lust for power 
are the enemies of the open market and the encouragers of in
terventions and central planning. As Trygve Hoff remarked, 
in an editorial in the Norwegian weekly, Farmand, "The hall
mark of the 'planned economy' is not planning. It is that it 
aims to concentrate . . . power in the hands of the State . . . " 

THE ROLE OF OPEN MARKETS IN COORDINATING 
AND DIRECTING ECONOMIC ACTIVITY 

DISCUSSION 

CHAIRMAN M U T T I : Are there questions for Dr. Bro
zen? 

SCHNEIDAU: Is the migration of labor, of people, to 
California an example of the open market in operation? 

BROZEN: Well, an example of the response to incentive. 
SCHNEIDAU: I would submit that much of what we are 

talking about is a response to the rise of income rather than 
to an open market. I think when we look at our economy, 
especially the rise in wages, the effects of the minimum wage 
and other things, there are a lot of factors exogenous to the 
structure of any of these industries that could have affected 
the changes in location of labor and/or the greater capitaliza
tion in an industry. 

BROZEN: That was a point in part of the discussion on 
the TVA area. In effect, here is a government-provided incen
tive to not move. Now, if you have values in mind other than 
economic efficiency, O.K. If you would like to have a large 
population in the Tennessee Valley, you can certainly en-
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courage a migration out of areas where people would be more 
effectively and efficiently used into the Tennessee Valley by 
sufficient taxing of the rest of the country and subsidization 
of movement to that area. 

But the point is that the open market works on the basis 
of, first of all, incentives. Secondly, the incentives are geared 
to economic allocation — and economic allocation causes the 
incentives to be what they are. T o the extent that you dis
tort those incentives so they are not in accord with the eco
nomic allocation, then you get something other than the eco
nomic allocation. 

SCHNEIDAU: I agree with this. The only thing I was say
ing is that the illustrations used seem to me to have these ex
ternal and institutional factors already built into them; that 
the example doesn't prove the point. 

I don't think we have much of an open market system in 
this country, when you really get down to brass tacks. 

BROZEN: You mean the incentives themselves have been 
corrupted? 

SCHNEIDAU: Well, the open market really doesn't exist 
as such. Maybe the grain trade, but even that is affected by 
something outside the system. 

BROZEN: What is the evidence? 
SCHNEIDAU: Well, somewhere around 28 percent of all 

of our defense dollars are in California. Certainly this causes 
a maladjustment of resources, perhaps other than what would 
have occurred had the open market system existed in all sec
tions of the economy. 

BROZEN: What is your evidence that this is a maladjust
ment of resources? Presumably, the defense department in 
most cases awards contracts to the low bidders and the low bid
ders are those that presumably have lower costs of produc
tion. T o that extent, insofar as the government is purchas-

[61] 

©1966 Mimir Publishers, Inc.



FUTURES TRADING SEMINAR 

ing on a bid basis, rather than a cost plus basis — McNamara 
insists he is moving more and more contracts to a bid basis — 
to that extent, then, this is an economic allocation of the de
fense dollar. 

You are saying, "Suppose the government allocates these 
contracts in terms of something called a distress area, and we 
give the contracts even though they are not the low bidder." 
T o that extent, the government itself is not allocating eco
nomically, but nevertheless the movement of resources is tak
ing place in response to incentives.' 

SCHNEIDAU: Yes, I agree. 
BROZEN: Perhaps there is some confusion in what is 

meant by an open market. 
SCHNEIDAU: I think so. I think of an open market in 

terms of a free market. 
BROZEN: I think you are arguing more than that, though. 

I think you are arguing that an open market is one in which 
consumers control how resources are used for their benefit. 
Then, certainly, the fact that the government is taking some
thing on the order of 25 percent of our income and spend
ing it for us, you might say that Congress and the government 
officials are making decisions for us as to how our money is 
to be spent, and to that extent, the market does not reflect con
sumer preferences. 

The market may reflect some governmental and political 
preferences, but the open market does adjust to these sig
nals which are the result of the preferences expressed. 

Maybe the consumer isn't expressing his preferences because 
somebody else is spending his money. T o that extent, the 
signals may not be allocating the resources to the uses that 
consumers preferred. They are allocating according to the 
preferences of those who have the power to vote. In a sense, 
we are talking about two different open markets. 
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E H R I C H : Government response to munitions was an 
example of response to market incentive, but what about price 
controls? T h e government has to plan what kind of purchases, 
which goods, will be most effective in winning the war. That 
is the main kind of planning that is done. 

BROZEN: The War Production Board did have certain 
controls that it attempted to use. They had priorities and allo
cation systems. The result would be that, let's say, the muni
tions industries were able to obtain materials, when other 
industries were not able to. 

Why would the munitions industries order those materials? 
Because of the chance to profit by putting assets into proper 
places — by using them to fill government orders. 

E H R I C H : Wasn't the chance for profit a function of hold
ing down prices in other areas — price controls? 

BROZEN: Well, there is a good deal of argument as to how 
effective price controls were. But price controls themselves, 
if you like, are a demonstration of the greater efficiency of 
a free market. 

Remember, the price controls were operated by a number 
of boards throughout the country whose total staffing amount
ed to some 300,000 people. The firms submitting reports re
quired for price controls had to spend something like $5 bil
lion a year to satisfy the governmental requirements for re
ports. 

Or let's look at the situation from a different aspect. You 
have heard about the input-output tables. The biggest one has 
a 140-by-140 matrix that was completed in 1954. By the time 
that was developed, the data incorporated was from 1949 — 
it took them four years to assemble the necessary data. 

So if one central source is trying to run industry on the 
basis of that input-output matrix, it is running on the basis 
of data already four years old. 
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Nationwide, to do a satisfactory job, let's say you would 
have to have one equation representing each business firm in 
the country. Let's leave out agriculture, this is tough enough 
in itself. We have 4 million business firms in the country, 
so essentially, you would really need a matrix of about 4 mil
lion by 4 million. 

A matrix of that kind would require a computer about the 
size of the Pentagon and require data that simply are not avail
able; this minute's data are not available — data would be on 
the order of the other — four years old. 

What the market does is act like that computer would act 
if it had absolutely up-to-the-minute data and does all the ne
cessary calculations, and in addition, the market motivates the 
response. It doesn't have to try to write out orders to every 
business in the country. Think of that in itself: Trying to 
write daily orders to 4 million businesses in the country. 

We don't need to with an open market. The open market 
provides you with the signals, does all the computing and 
provides the incentive necessary so people will do their own 
adapting. 

Let me read to you a quotation from F. A. Hayek, "The Use 
of Knowledge in Society", which I think indicates all of the 
problems that would be involved here: 

"Practically every individual has some advantage over 
all others because he possesses unique information of 
which beneficial use might be made, but of which use 
can be made only if the decisions depending on it are 
left to him or are made with his active cooperation." 
How do you do that out of a central location? You just can't. 
EHRICH: I agree. 
BROZEN: With an open market, you can. 
EHRICH: Your example still, to me, is an example of the 
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need to control the free market to accomplish a certain social 
or welfare aim. Suppose that the welfare of the nation requires 
that we channel resources into munitions instead of automo
biles. 

BROZEN: Any purchaser has to plan what he is going to 
purchase, and presumably the Army, the Navy, the Air Force 
and the Marines, through their joint munitions board, planned 
what they were going to purchase; what is going to be most 
effective in carrying out the military business. 

So you certainly need planning of that kind. Every business 
firm does take care of planning, as to what they are going to 
need to produce the product, what product they are going to 
produce; that planning has to be done. 

But I take it you are making a further argument that you 
need controls in addition to that, of some kind? 

E H R I C H : I think we did have controls. 
BROZEN: That isn't the question we are asking. Not 

whether we have the controls. It's whether we need controls. 
Whether those are the most efficient ways of carrying out 
the job. 

Lord Beaverbrook had a problem in producing Spitfires and 
one of the problems was that he was tremendously short of 
copper. 

One way to resolve it would have been to simply try and 
get an inventory of all the copper in England, and then pro
ceed to confiscate the copper that was needed, with govern
mental power. If he had done that, he might have confiscated 
some copper of enormous importance which would have 
caused staggering losses of vital production, rather than tak
ing copper which was of trivial importance. 

He didn't know how to judge that, so he used the simple 
expedient of offering a high price for copper. People to whom 
it wasn't that important sold it to him for the Spitfires. Peo-
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pie to whom it was of enormous importance didn't sell him 
their copper. On the basis of individual decisions as to whether 
it was important enough to keep where it was or whether it 
was more important to get the price, Lord Beaverbrook got 
ample copper for his Spitfires without taking it from some 
very important places, while leaving it in trivial places. 

Take our own production program. We proceeded to as
sign priorities in the destroyer and destroyer escort program, 
and in certain steam power plants programs. This resulted 
in the destroyer and destroyer escort people getting practical
ly all of the valves in the country, while people producing 
steam power didn't get the necessary valves. 

Suppose you just offered the price you thought was neces
sary to get the valves for the destroyer escort program. We 
would have then gotten valves from unimportant uses into 
the shipyards while leaving others to more important uses. 

DIETZ: I am wondering whether you would comment on 
some of the other types of controls that we have in the eco
nomy, as it fits into your picture of the open market? 

For example, the Federal Reserve Board and interest rates 
and margin requirements and so on. 

BROZEN: I don't want to open up the whole monetary 
field. We've got a very special and unique product here whose 
value is much greater than the cost of production, which plays 
a key role in regulating the heart of the contract, so-to-speak. 

I think by and large there is fair agreement — if not total 
agreement — that the job of determining how much money 
should be in circulation has to be in the hands of some central 
authority. 

There are those who disagree. Jacques Rueff was in the 
country a few weeks ago, and disagreed strongly with me. 
"No," he insisted, "We should have a monetary unit which 
costs as much to produce as the bank pays for it. This would 
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take care of the situation of limiting the stock of money to 
the appropriate amount." 

But assuming that you want to economize on the means 
that you use for exchange, then presumably we're going to 
be using a money that costs a lot less to produce than its value 
in the market. T o that extent we can't allow a free market 
in the production of that item, and so we use a controlled 
amount of production, placing authority for controlling the 
amount of production in the hands of the Federal Reserve 
Board. 

The second question you were asking is about controlling 
interest rates. 

By and large, the Federal Reserve Board has very little con
trol over interest rates. It has some control in the short run 
over level; but not in the long run. 

The standard tools, presumably, would be that if you want 
a low interest rate, the Board sets a low interest rate and lends 
to whomever wants to borrow at that low interest rate, and 
this keeps the interest rate low. Then you soon find that the 
quantity of money starts rising rapidly. This means that the 
real interest rate at any given nominal level drops to zero or 
negative level. People don't like to make investments at nega
tive levels, and you find that the market interest rate is soon 
going to adjust to the point where it is the natural rate plus 
the rate of depreciation, no matter what rate the Board tries 
to set. 

Brazil, for example, is a country where bank authorities 
have set a 6 percent rate on loans. The short term rate in the 
open market is more on the order of 80 percent. They have 
had a 70 percent rate of inflation, and take a natural rate of 
about 6 to 8 percent interest. The Bank of Brazil goes on 
maintaining the fiction, but it has so many people trying to 
borrow from it that now it just rations its loans. 
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There are people who are preferred borrowers, and they 
get the money, and the rest don't, but in effect the market 
rate is 80 percent. 

HILL: Are there in fact market repercussions that come 
about from the structure and other sources, that require some 
regulation? 

BROZEN: Well, when you say structure, you mean the 
kind of things to be affected by anti-trust laws? I have a some
what heretical position on anti-trust laws. 

As far as I can see, one of the main impediments in the 
structure right now was caused by anti-trust laws. Essentially, 
the way the anti-trust laws are being administered by the Anti-
Trust Division at this point is primarily to prevent compe
tition; not to maintain competition. 

I would argue that our best anti-trust policeman would be 
an open market. Eliminate tariffs, and that would take care 
of the anti-trust problem for most commodities. 

Maybe it wouldn't work very well for bricks. It is costly to 
ship bricks long distances. But that is one the anti-trust laws 
don't work well on, either. 

HILL: Without tariffs would we create cartels or other 
situations that might result in greater inefficiency? 

BROZEN: Well, so far as I can see, the only cartels that 
are successful are governmentally-supported cartels, like tobac
co and milk and items of that kind. 

I have seen very few private cartels succeed in the United 
States. Perhaps the exception is the carbide cartel in the 20's 
and 30's which was successful, but that was only three firms. 
If you get more than three firms, I say there's always someone 
who is going to undercut the cartel price. 

There is an old saying that a cartel can always stand one 
violation, but the trouble is, there is usually more than one 
violator around. 
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I remember one of my friends who was closely involved with 
the cottonwaste cartel. They met periodically. They agreed 
on the prices to be set for cotton waste, then ran as fast as 
they could to telephone their customers to tell them the price 
would go up. The cartel agreement was broken within ten 
seconds after it was made. I am baffled as to why they went 
through those negotiations for so long a time, because they 
were unsuccessful. 

Then you had three periodic "white sales" in the electrical 
apparatus industry, and prices would break 30 and 40 percent. 
They'd book lots of business at those prices, then when they 
reached capacity, all the prices went up again. 
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FUNDAMENTAL PRICE BEHAVIOR 
CHARACTERISTICS IN COMMODITY FUTURES 

by Roger W. Gray 
Food Research Institute, Stanford University 

J T U T U R E S markets are an 
anomoly to those economists who study them least, an anchron-
ism to those who study them a little more, and an annoyance 
to those who study them most. They are attacked for the 
wrong reasons and defended for the wrong reasons. They are 
attacked chiefly for facilitating increased price variability, 
which is often desirable; and defended chiefly for transferring 
risk, which is often unimportant. The fact that they might 
at the same time increase price fluctuations and transfer risk 
is just as well lost sight of, the resolution of a seeming con
tradiction being an exercise in sophistry when both of its 
terms are overemphasized. Meanwhile futures markets de
serve to be cast in the competitive equilibrium model, with 
its market structure variants, and meanwhile also some funda
mental and not so fundamental price behavior characteristics 
have been established inductively for futures markets without 
reference to orthodox theory, but with roundabout implica
tions for it. 

T o cast them in the competitive equilibrium model, con
sider first the step-by-step evolution of a futures market in 
the light of the commonly stated requirements of competi
tion. These requirements are usually given as: 
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(1) large numbers of buyers and sellers 
(2) a homogeneous product 
(3) free entry 
(4) full information for all participants 
Futures trading originally emerged, about a century ago in 

this organization, out of the trading in time contracts, or for
ward contracts, that already existed. Each new futures mar
ket that has since been established has evolved in much the 
same pattern as the first one; and it is worthwhile noting the 
particulars of such evolution. The time contracts then in 
existence were agreements between individual buyers and sell
ers, referring to specific lots of the commodity (corn or wheat), 
a price and a delivery period. Such contracts had existed for 
centuries, and are still common in and out of the commodity 
trade. You can buy a house or an automobile today on a con
tract for future delivery, or subscribe to a magazine or be 
fitted for a suit of clothes, and in most cases the seller is agree
ing to deliver an article not yet in existence — he is a "short 
seller." These are not futures contracts. 

The first step toward futures trading occurs when these 
time contracts change hands within the trade. A buyer who in 
November had purchased 5000 bushels of corn for May de
livery, because of changed evaluation of price prospects or 
because of financial exigencies or whatever, might decide to 
find a new buyer for the corn; and having found one would in
struct the seller to deliver to the new buyer. The next step 
is necessitated by the first; the exchange of the time contracts 
is facilitated by standardized descriptions, hence and standards 
come into being. Another step toward futures trading occurs 
when this first process has been carried far enough to suggest 
it; namely, substitute buyers, from outside the trade, may pur
chase these time contracts with the view in mind of reselling 
them prior to the delivery period. Obviously, the market 
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must have already developed sufficiently to assure these sub
stitute buyers of the salability of their contracts. The most 
important step, and the most important distinguishing charac
teristic of futures trading, is the establishment of a clearing 
house. This relates back to each of the earlier steps. When the 
time contracts first changed hands, the first buyer was acting 
as his own clearing agent, in transferring his obligation to re
ceive corn to another buyer. But this was an imperfect clear
ing procedure, in that legal recourse could always be had 
against the original buyer. The creation of a clearing house 
enables full legal offset of a contract, by the device of making 
the clearing house itself responsible for one side of all con
tracts. Thus no contracting party has an obligation to another 
contracting party, and this greatly facilitates the entry of sub
stitute buyers. A fully standardized contract is also necessi
tated in order that all obligations to the clearing house be com
mensurable, thus enabling perfect offset. In addition to facili
tating the types of transactions already underway, the clear
ing house opened the way to substitute selling as well as sub
stitute buying. 

The transition from ordinary dealing in time contracts to 
futures trading may now be viewed against the requirements 
of perfect competition. The large numbers requirement is 
more closely approximated in futures trading in two ways, one 
of which has not been mentioned. This is the rule that all 
trade in futures contracts must occur in one trading ring — 
thus the number trading in a given market is maximized, pre
venting the fragmentation of a competitive market into a 
number of separate monopolistic markets. Secondly, num
bers are actually augmented by the addition of the aformen-
tioned substitute buyers and sellers, commonly called specula
tors. 

T h e requirement of product homogeneity is more closely 
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approached in futures trading by rigid contract specifications. 
The needs of the various users of futures may differ over a fair
ly wide range of grade and quality characteristics, but they are 
pricing an identical product when they buy and sell futures — 
the contract grade. 

Entry is facilitated by the integrity of the clearing house, 
which in turn makes it possible to buy and sell on very small 
margins, such that capital requirements are a lower barrier to 
entry in these markets than into any other business wherein 
comparable volumes are contemplated. 

Full information of all market participants may have one 
of two meanings, both of which are better served in futures 
trading. It may mean full immediate disclosure of all actual 
transactions, which is of course a requirement in futures trad
ing. Or it may refer to publication of a wide range of infor
mation having bearing upon potential buying and selling, 
which futures markets as well as member firms also perform. 
Information compiled and published by the Chicago Board 
of Trade has virtually the same status as official information. 

If economists have correctly perceived the requirements of 
competition, as I think they have, then clearly the emergence 
of a futures market enhances competition. Indeed, it is doubt
ful if any other market organization can approach a futures 
market in competitiveness, owing to the impossibility of 
achieving certain of the requirements in such a high degree. 
And in fact futures markets exceed the basic competitive stand
ards in some respects. Clearly the impersonality of the mar
ketplace is one of the features economists have intended to 
describe in stating the requirements, yet futures markets re
quire impersonality as a matter of organization and regulation. 
All contracts are with the clearing house, all trades must be 
by open outcry in the same pit, where no private treaties are 
permitted, and, finally, most traders do not know which prin-
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cipal they may be trading with, as the actual trade is with a 
broker who represents several principals. Further, no market 
but a futures market can bring in substitute sellers on exactly 
the same terms as substitute buyers, whereas the requirements 
of competition do not contemplate substitute buying and 
selling, being geared to the notion of a "spot" or "actuals" 
market. 

The foregoing may suggest an often overlooked considera
tion: that it is more than the industrial organization which 
dictates the degree of competitiveness in price determination; 
the organization of the price finding process itself, given the 
industrial organization, is an important determinant of the 
existence of competition. The industrial organization must 
be amenable to competitive price making, as the necessary 
condition, but that it is not sufficient to assure it. The estab
lishment of futures trading helps to assure it, and the fullest 
expression of competition occurs when the futures market is 
routinely used and regarded as the locus of price determination 
by all or most of those having occasion to buy and sell the 
commodity. 

Since futures markets so closely approximate the require
ments of competition, it may seem surprising that futures 
prices have not been more studied as models of competitive 
price behavior. A tendency to underemphasize the price mak
ing function and overemphasize the insurance function of 
these markets may partially account for the seeming neglect; 
but more important, I believe, is the fact that price behavior 
as such has not been a particularly fruitful line of empirical 
investigation in economics, excepting insofar as various ad
ministered prices have been shown to reflect non-competitive 
practices. The National Resources Committee investigation 
of price behavior was perhaps the most ambitious empirical 
study to test the implications of theories of imperfect compe-
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tition, but the direct findings were limited to depression and 
recovery sensitivity, as distinct from sensitivity to continuing 
change in a full employment growth economy. Prices that are 
determined under such obviously competitive conditions as 
commodity futures prices have not been studied nearly so 
much as prices determined under the various aberrant condi
tions. Nevertheless, futures prices have been studied suffi
ciently to permit some tentative generalizations, including as 
perhaps the most important one that not all futures prices be
have similarly, as even at this level of refinement there are 
important differences in the degree to which the various mar
kets approach the ideal. 

The first important investigations of futures price behavior 
dealt with futures price spreads, or spreads between spot and 
futures prices. In his "The Theory of Price Storage"1 and 
"Theory of The Increase Carrying Charge In Futures Mar
kets"2 Working, established the very important empirical gen
eralization that wheat price spreads were highly correlated 
with stocks, describing a functional relationship that required 
interpretation as a storage supply curve. This interpretation 
was required because the alternative interpretation of price 
spreads — that they reflect market judgment of development 
likely to occur between successive delivery months — could not 
be supported by the evidence. I view this as the single most 
important contribution toward an understanding of futures 
markets, not because of its intrinsic importance, which may 
be less than that of some other aspects of price behavior, but 
because it refutes a fallacy which is very easily and logically 
embraced. Yet even this can scarcely be called an empirical 
generalization from futures price behavior — it is only a gen
eralization from wheat futures price behavior. It is probably 

1 Working, Holbrook Am. Econ. Rev., December 1949. 
2 , Journ. of Farm Econ., February 1948. 
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valid for other markets which deal in a commodity, substan
tial stocks of which are carried over from one crop year to 
another. It is certainly not valid for potato futures, since 
there is no year-end carryover of late potatoes; nor is it valid 
for coffee futures, since that market attracts insufficient spe
culation to provide accurate estimates of the price of storage. 
Hedging which is oriented toward appraisals of the price of 
storage can thus be routinely accommodated in wheat futures, 
whereas hedging in coffee futures requires a different ap
proach, which tends to perpetuate the different price behavior 
pattern. 

If an important function of price is to allocate existing sup
plies between present consumption and storage for later use, 
then the price spreads in wheat futures approach the ideal in 
this respect, as price spreads in coffee and potato futures fail 
to do for different reasons. Since the futures markets are 
similarly organized and regulated, one might be tempted to 
infer that the wheat market is more competitive, or that it 
operates in a different market structure, enabling its price be
havior to reflect the current stocks level with great precision. 
This seems to me a very dubious interpretation, however, and 
I lean toward a different one which carries one of the round
about implications for market structure theory of which I 
spoke earlier. My impression is that the potato and coffee 
markets meet the requirements of competition, in the struc
tural sense, as well as or better than the wheat market, at least 
at the relevant level, and that the organized markets are just 
as conducive to competition as the wheat market. 

T h e number of firms that are responsive to wheat price 
spreads in their search for profits is relatively small, and the 
size concentration is great. It consists essentially of a few grain 
merchandising firms and a few flour mills, each of which strives 
to achieve the economies associated with very large volume 
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on small unit margins. These firms are very much price orient
ed, and with the aid of speculation the markets on which they 
do their pricing guides wheat into and out of storage with re
markable precision. 

The potato market, with little or no concentrated commer
cial storage, produces a seemingly perverse set of price spreads. 
Instead of producing relatively high carrying charges in times 
of current surplus, and lower or negative carrying charges in 
times of current shortage, the potato futures market tends to 
do the opposite. High November prices are associated with 
high carrying charges to May; lower November prices with 
lower carrying charges to May. Why is this so? It appears to 
me to be partly explainable in terms of the lack of commer
cialization and concentration of storage. If potatoes were 
stored commercially by large firms seeking to profit from price 
spreads, as with wheat, the price spreads might widen when 
surpluses existed and narrow with shortages. But as it is, with 
storage unresponsive to spreads because it is dispersed through
out the growing area, an opposite pattern prevails. A related 
reason for this I presume to rest in the fact that potatoes are 
not carried over from one crop year to the next, hence the mar
ket cannot reflect "current" shortage, which is a relative term, 
but only absolute shortage. In any event, the price behavior 
in potato futures does not reflect the same use pattern as in 
wheat futures; and this is the critical factor. "Competition" 
can exist in different settings or toward different ends, produc
ing different price behavior. The underlying market struc
ture may offer a misleading guide to its extent or intensity, 
while the resultant price patterns may vary significantly be
tween two equally "competitive" markets. 

In other terms, which seem to beg the question of competi
tiveness, the potato market may be said to have excess hedging 
capacity. Speculation forces up the prices of distant futures 
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during periods of shortage to an extent that hedgers do not 
take full advantage of — to refer to this as too much competi
tion among speculators or too little competition among hedg
ers is to sweep the real question under the rug. The real ques
tion is how responsive would buyers and sellers be to a tem
poral price pattern in the absence of a futures market if they 
are somewhat unresponsive in its presence. I can only assume 
less responsiveness, at the same time that I assume that buyers 
and sellers of wheat would still produce something like the 
wheat price patterns in the absence of a futures market. 

The conclusion I draw from this simple contrast is as fol
lows: I think that wheat price spreads behave more nearly in 
accordance with the ideal because the market structure ap
proaches the competitive model less closely. The fact that 
wheat is assembled and processed by large firms, which can 
profit from low unit margins, as potatoes are not, permits a 
degree of precision in price response which is unattainable 
for potatoes, given the physical characteristics and uses of the 
two commodities. At the same time, the contribution of the 
potato futures market may be greater in the sense that it effects 
a greater difference over what would otherwise be, even in re
gard to price spreads, but more particularly in regard to price 
characteristics upon which the users focus. 

Coffee price spreads contrast with wheat price spreads in 
a different way and for a different reason. The Brazilian gov
ernment . . . 

"has chosen to carry coffee stocks at its own expense. This 
presumably would have resulted in a market price of storage 
averaging about zero if the coffee futures market could have 
remained a balanced one. But because speculators tend, wise
ly, to avoid a market where the price is subject to arbitrary 
change by any group (or government) that holds dominant 
influence, the coffee market was left with little ability to 
carry the load of risk that some private holders of coffee stock 
wished to shift to it. Consequently the price of hedged storage 
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of coffee has been persistently negative."8 

T o summarize my views on the behavior of price spreads, 
as inadequately illustrated from three futures markets; some 
price spreads, as for wheat, closely approximate the competi
tive ideal, whereas others depart rather widely from the ideal 
for different reasons — and a rigorous structuralist approach 
to the markets affords little or no clue into the causes of this 
divergent behavior. So much for futures markets and the tem
poral allocation of stocks, about which much more might be 
said if time permitted. 

Little need be said about futures markets and the geogra
phical allocation of stocks, where in general, similar considera
tions apply. Where hedging firms in widely dispersed loca
tions gear their purchases and sales to the futures market, it 
affords a reliable guide to geographical distribution of sup
plies. A special situation occurs when there is more than one 
futures market for the same commodity, again illustrated by 
wheat, and arbitrage among futures markets lends extra re
finement to the process. This is demonstrated in my article — 
"The Relationship Among Three Futures Markets." 

Bias in Futures Prices 
Another characteristic of futures prices for which sub

stantial evidence now exists has been studied because of its 
relevancy to the theory of futures trading. The late Lord 
Keynes, in one of his inimitable little essays, described in the 
Manchester Guardian in 1923 one of the basic functions of 
the futures markets as well as it has ever been expressed. This 
is their function of providing enormous quantities of short 
term credit for financing commodity stocks, which Keynes 
described accurately and vividly, with characteristic insight 
and flourish. 

! Gray, Roger W. "The Characteristic Bias in Some Thin Futures Markets" Food 
Research Institute Studies, Vol. I, No. 3, November 1960. 
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From this point he proceeded to some horseback estimates 
of the cost of this credit, in the form of a risk premium paid 
to speculators, which suggested a pronounced bias, of the or
der of at least 10 per cent annually. Whether Keynes con
fused inverse carrying charges with what he called "normal 
backwardation" is not clear, but it is amply clear by now 
from study of the leading American markets, to which he re
ferred, that he grossly overestimated any general tendency 
toward downward biased estimates of prices on futures mar
kets. In fact, the weight of the evidence now available does not 
support a risk premium theory at all. The published sources 
on this point include two of my articles, as well as work by 
Telser, Houthakker, and Cootner cited therein. But the most 
conclusive evidence yet assembled is contained in an unpub
lished Ph.D. dissertation by Charles Rockwell, on file at the 
University of California. Rockwell shows, in a study that will 
be published in the near future, that the net return to the 
long open interest in the 25 regulated markets in the United 
States, over a sixteen year period, was approximately zero. 

In addition to this refutation of the theory of normal back
wardation, and indirect support for the Holbrook Working 
interpretation of hedging,1 Rockwell's results seem to me to 
provide very good support for my own theory that the thin 
markets produce biased price estimates, upward or downward, 
while the better used markets produce unbiased price esti
mates. 

As with the relation between price spread behavior and 
stocks, generalization must be limited to the highly developed 
markets, related to the use pattern, and qualified according 
to external influences such as government support programs. 
With such circumscription, however, it is a well-established 

1 Working, Holbrook "Hedging Reconsidered," Journ. of Farm Econ., Vol. XXXV. 
No. 4, November 1953. 
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generalization that futures markets produce unbiased price 
estimates. 

Here again it is somewhat curious that the futures markets 
have not been cast into the competitive equilibrium model, 
as a close approximation to the theoretical no-profit equilib
rium, given the competitive conditions. But economists have 
tended to explain them either in terms of risk-transfer or as 
games of chance, instead of viewing them as true markets. 
Price determination as such is curiously treated as a free gift 
of nature in the competitive model, instead of the economic 
activity which it really is. 

Futures Prices as a Random Walk 
If we ask what would be the single outstanding statistical 

characteristic of price behavior in an ideal market, the answer 
must be that price changes would occur randomly, so that the 
time series describes a random walk. This follows from the 
assumption of randomness in the occurrence of events which 
influence prices, abstracting from secular trends and from sea
sonal patterns (which futures markets conveniently eliminate 
anyway). Unfortunately, the simplicity of the concept does 
not assure simplicity of measurement — non-randomness of 
various sorts being identifiable but randomness being intract
able to measurement. The "perfect" market would not give 
rise to price reactions, biased estimates, or any of the various 
formations so dear to the hearts, if not the pocketbooks, of char
tists. Neither the "penumbra" envisioned by Taussig nor 
the Brownian motion envisioned by some modern statisticians 
would be discernible. 

If one makes due allowance for the temporal dispersion of 
the price effects of new information, as Larson6 has done with 
an adaptation of a statistic designed by Working, daily corn 

6 Larson, Arnold B. "Measurement of a Random Process in Future Prices" Food 
Research Institute Studies, Vol. I, No. 3, November 1960. 
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futures prices on the Chicago Board of Trade describe a very 
close fit to a simulated random walk for two ten-year periods. 

I am particularly hesitant to generalize these results to other 
markets, at the same time that I accept them as an important 
empirical finding. Differences among futures markets are 
wide enough, without ever contemplating the wide gulf be
tween futures markets and the myriad of marketing arrange
ments which are less coducive to competition. If it becomes 
possible, as I anticipate that it may, to catalogue patterns of 
price behavior among futures markets fairly exhaustively, and 
explain the difference, with the better used markets standing 
at the apex of competitive performance, considerable insight 
can then be obtained into price behavior on other markets. 
The comparative barrenness of the market structure approach 
to an understanding of competitive behavior and performance 
underlines the need to pursue these alternative analyses of 
price behavior. 

Since I am proceeding more or less in the order of the im
portance and empirical validity of certain characteristics of 
futures prices, and have next to turn to some less important, 
less well verified, or less easily explainable characteristics, it 
is perhaps opportune to comment upon the relationship 
among the three already described, framing the comment in 
terms of the commodities earlier chosen for illustrative pur
poses. The noteworthy feature is that the better used market 
performs better in all respects. Not only has the wheat mar
ket evoked price spreads which reflect the stocks level accur
ately, in contrast to the potato and coffee futures markets, 
but it has displayed no discernible price bias, whereas the 
potato and coffee markets display pronounced bias in opposite 
directions — coffee futures prices having been consistent un
derestimates and potato futures prices consistent overestimates 
of subsequent price levels. It follows of course that the latter 
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two markets do not leave the tracks of a random walk, where
as I surmise from collateral evidence, without having measured 
it, that wheat futures prices of the interwar period must have 
approached the ideal in this respect also. I doubt whether 
any market has ever reflected supply and demand so accurately 
as the market for nearby wheat futures between 1920 and 1940. 
Other Price Behavior Characteristics 

The term "futures" is rather unfortunate in its connota
tion that a future price level is being predicted. A futures price 
is better regarded as the present price of an article for future 
delivery, thereby emphasizing the function of reflecting known 
and knowable factors in present prices, rather than peering 
into the unknown. Viewed in this light, price levels which 
are seen in retrospect not to have been warranted by subse
quent events do not constitute "mistakes," nor evidence that 
speculation causes unnecessary price fluctuations. 

The theoretical argument over this point has been a sterile 
exercise, yet it cannot quite be called a meaningless question. 
A smattering of evidence from futures price behavior may 
help to clarify, if not to resolve, the question. Consider an 
intriguing little contrast between corn and wheat futures 
prices at Chicago during the interwar period. Both of these 
markets produced unbiased price estimates, both produced 
spreads highly correlated with stocks levels, and both probably 
produced something like a random walk. Yet while no general 
bias in price level was observable on either market, corn fu
tures prices reflected overestimates of price change, and wheat 
futures prices reflected underestimates of price change. In 
other words, when the future in its delivery month was above 
the next future, the next one tended to rise for corn and de
cline for wheat; and vice versa when the expiring future was 
below the nearby. Now you might argue that there was over-
speculation in corn futures and underspeculation in wheat 
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futures — that a little more speculation would have widened 
the wheat spreads and a little less would have narrowed the 
corn spreads, both toward levels that were subsequently vin
dicated. The trouble with this interpretation is that it is 
hedging firms who characteristically sell the premium futures 
and buy the discounted futures, which might tend to suggest 
overspeculation in wheat and underspeculation in corn. The 
real logical dilemma is caused by the fact that, given the fu
tures markets, underestimates of price change can be caused 
by too much selling or too little buying, such that overspecu
lation always has its counterpart in underspeculation. Yet 
without these futures markets the price estimates would al
most certainly have been far more erratic. 

A further point on the interpretation of excessive specula
tion may be derived from consideration of some of the biased 
markets. The potato futures market has evoked rather chronic 
overestimates of price level. While it may be said that specu
lation occurs in excess of the hedging use; it seems in some 
ways more meaningful to say that there is excess hedging capac
ity in the market, particularly in view of the fact that only a 
minor fraction of the stocks are hedged. There is a tendency 
to think that "legitimate dealers" establish the right price, 
which speculators might distort — but why not think that 
speculation establishes a right price, which legitimate deal
ers may sometime distort, through errors of omission or com
mission? 

The egg futures market has also evoked chronic overesti
mates of price level, in somewhat different circumstances. 
Hedging use has been declining rapidly in this market, while 
it rose rapidly in the potato market. Purchase of egg futures 
does seem excessive in these circumstances, but it is also in
teresting to note that the large speculators have increasingly 
moved to the short side to defend lower prices. Speculation 
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which is no longer required to carry the hedging load will 
probably soon die out — indeed apparently has pretty well 
dried up already — but meanwhile it can still do a creditable 
job of price estimation. 

Other attributes of futures prices for which there are mor
sels of evidence refer to influence upon the seasonal range in 
spot prices, and the influence upon cobweb type cycles. Theo
retically, a futures market should reduce both of these pheno
mena. The opportunity to compare futures and non-futures 
situations, with other things held constant, is not provided, 
however. A close approximation to a controlled experiment 
was provided when Congress outlawed onion futures dealings. 
It seems clear that the onion futures market did reduce the 
seasonal range in spot onion prices, particularly by anticipat
ing and ameliorating late season adjustments.6 The potato 
futures market appears also to have reduced the year-to-year 
fluctuations in Maine potato prices, by providing a reliable 
guide to plantings, although this effect has not been dramatic 
because of limited reference to the futures market.'' The 
auspicious beginnings of trading in frozen pork bellies, cat
tle, and beef afford the hope that the cobweb type cycles in 
these products may also be ameliorated. 

My final comment has to do with aberrations from ideal 
price behavior, which occur frequently and for a variety of 
reasons. Markets make mistakes, either through insufficiency 
of information or erroneous interpretations of information. 
Prices are occasionally manipulated on futures markets, even 
though it is probably more difficult to manipulate futures 
prices than any others — the attempt being easier to spot and 
to defeat through natural market forces, not to mention the 

8 See Working, Holbrook "Price Effects of Futures Trading," Food Research In
stitute Studies, Vol. I, No. 1, February 1960 and Roger W. Gray, "Onions Re
visited," Journ. of Farm Econ., Vol. XLV, No. 2, May 1963. 

TSee Gray, Roger W. "The Attack Upon Potato Futures Trading in the United 
States," Food Research Institute Studies, Vol. IV, No. 2, 1964. 
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watchful efforts of the business conduct committee and of 
the Commodity Exchange Authority. 

Prices are often constrained into aberrant patterns by out
side forces, governmental or private. For instance, wheat fu
tures prices have displayed a seasonal bias attributable to the 
workings of the government loan program.8 It is sometimes 
impossible for prices to reflect, or to bring about, an ideal 
pattern of resources allocation when there are institutional 
rigidities in the system which do not respond to price. When 
soybeans are priced higher than the products, for example, 
is this poor price behavior? Or is it instead an accurate reflec
tion, in price, of underlying distortions that are not respon
sive to price — for instance the extent and location of crushing 
capacity in the world, freight rate structures, etc., may dictate 
that some crushing capacity needs to lie idle for awhile. 

In summary we do have some evidence of futures price be
havior and we do know how to interpret some of it. It would 
be desirable to have much more, not just to attack or defend 
futures markets, but for the insight such evidence affords into 
the working of segments of the economy, and into the price 
behavior observable in situations where futures markets are 
not feasible. It should not be surprising to economists that 
at least some futures prices approach ideal behavior, perhaps 
more closely than any other prices, for after all these markets 
are designed to fit the competitive requirements better than 
other markets. 

FUNDAMENTAL PRICE BEHAVIOR CHARACTERISTICS 
IN COMMODITY FUTURES 

DISCUSSION 
CHAIRMAN M U T T I : Well, gentlemen, you have been 

exposed to and have been given insight into the market and 
some ideas that I am sure we were only partially aware of be-

8 Gray, Roger W. "The Seasonal Pattern of Wheat Futures Prices under The Loan 
Program," Food Research Institute Studies, Vol. I l l , No. 1, February 1962. 
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fore. We have the authorities here, so I think it's up to us to 
use them. Roger, will you comment a little more on your 
point about the ease of capital entry into the futures market? 

This is utterly as an investment medium, I take it? Would 
you comment a little more about this aspect? 

GRAY: It is essentially lower margin requirements which 
are justifiable on the grounds that the sole purpose of mar
gin requirements in commodity futures is to protect the clear
ing house. 

There was a bit of confusion after the vegetable oil scandal, 
between stock margin requirements and futures margins re
quirements. They are not intended to serve any purpose as 
the stock margin requirements are. In stocks, rules are estab
lished by the Board of Governors for credit, and if you want 
some reasons for having higher margins for stock, there are 
sufficient reasons, if you look at the daily index over the past 
twenty years. You will find that the price earnings ratio has 
ranged from about 6 to 1 to more than 50 to 1. 

This can happen in commodities; it can be distorted for a 
short period of time, but it has to come back to the true asset 
value of the commodity twelve times a year, in the case of cer
tain products, so you don't have that consideration. 

You also don't have the consideration that new flows of 
investment capital in the stock market are necessarily infla
tionary. Because of the provision I mentioned earlier in this 
paper, you have essentially a symmetrical access to commodity 
futures prices on the buying and selling side. 

You don't have that on the stock market. You have clumsy 
devices for selling short, but they are expensive and they don't 
work as well. For this reason, you don't have the credit con
trol situation at all. 

I wandered from your question into the defense of very low 
margins. The answer is that you have free or relatively free 
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entry because of the very low margin, so for 5 percent of the 
value of wheat you can own the right to price change in the 
wheat. 

You don't own the right to the use or the enjoyment of the 
commodity during that period, so you don't own the wheat 
outright on a wheat futures contract, and you have not made 
a down payment on the purchase of an asset as you have when 
you buy a stock certificate, so you have something like 5 to 10 
percent margin. 

It is also true, speaking of free entry, that you have lower 
commission rates for the purchase and sale of futures con
tracts than anything I can think of, something like 1/10, in 
the Chicago Board of Trade, 1/10 of the rate that you have 
to pay for stock purchases; 1/100 of the rate that you have to 
pay for buying homes in the Chicago area. 

This makes it easier to enter the business. You can enter it 
right tomorrow morning. There are two or three brokers in 
the room who may wish to comment. 

N O R T H : Do you have any evidence on relationships of 
flows of investment capital into the commodity market and 
the price variants? 

GRAY: Oh, I guess I would be willing to say a couple of 
things about that without saying that I know of measurements. 
I don't know of quantitative efforts on this point, but it does 
seem clear that one of the reasons that the proportion of spe
culation in potatoes and egg and soybean futures and sugar 
futures a while back was very high relative to the proportion 
of hedging was the prospect of price change. 

You simply have a much higher prospect of price change 
there, so a lot of this venture capital is really venturesome 
and as it goes into commodities, it wants commodities that 
can move. 

I don't know of any quantitative evidence excepting of the 
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kind of thing that we could see — I could and will give you 
an area tomorrow that suggests a little bit of something of 
proportions of speculation in the various markets, and I am 
sure this correlates with prospective price change, but I think 
it correlates with some other important factors, too. 

Rice and oats have always been more speculative than corn 
and wheat relative to the total volume of trading, and even 
during periods when you didn't have this loan program, and 
I think that was for reasons other than the prospective price 
variability; I don't think there is any inherently greater pro
spective price change in oats than there is in corn. 

GOLDBERG: In one of your many papers, you made an 
analysis, if I recall, of the impact of wheat future hedging 
operations under the loan program and not under the loan 
program. 

Could you tie that paper in with your structural analysis? 
You said that the structural analysis itself might be unim
portant, sometimes, to the analysis of the futures market, but 
nevertheless, an important structural variant would certainly 
be the presence of a government price-support program. 

GRAY: Yes, I think you define structure more broadly 
here. I referred at one point to a more rigorous, stronger in
terpretation. I prefer your concept of structure, but I wasn't 
talking about it there. 

It is certainly true that the market structure is altered in a 
very important sense. The institutional framework is altered 
if you have a loan program, and it certainly influences the 
price pattern. And if you want to make competition mean 
everything, then you can always explain everything in those 
terms, but what I was really poking at a little bit was much 
more rigorous structural interpretation which, in fact, you 
have attacked. 

EHRICH: You were talking about personality in the struc-
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tural aspects of markets. I would like to have you define exact
ly what you mean by personality, because I get the idea from 
looking at the trading going on, there is a lot of personality 
at work in making trades, and maybe you can even call it per
sonality cults; the thousands of people that do the actual 
trading and know each other from day to day, what is the 
difference between this and the personality you were hinting 
at? 

GRAY: Well, I said that it seems to me that economists 
were striving to define a situation in which a market could 
be as completely de-personalized or impersonalized as possible, 
just to avoid price negotiations. Price negotiations always tend 
to let personality into the ultimate contract more than other
wise. 

Each time I go into a shoe store, I end up buying a higher-
priced shoe than I intended to, because this guy's personality 
grates on me to such an extent that I want out of there. 

Or you go into your Cadillac showrooms, as I am sure you 
do, and you get taken into one of these plush little side offices, 
and the first thing you know, the top price that you were go
ing to pay for that Cadillac when you walked in there has 
been lifted a little bit by this fine treatment you are getting. 

And all I am arguing is that the markets perform best if 
they are de-personalized in this sense, and the markets do de
personalize. 

Granted that there are a bunch of characters in the pit, but 
they don't care about each other's personalities, or personal 
habits, and they have no opportunity to make private trades 
with one another, and there is no negotiation except for open 
negotiation. 

E H R I C H : I think you can dispute the fact that they don't 
care about it. In other words, there may be a guy that is very 
successful in trading; has been on the Board of Trade for 
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years and years, and an important piece of news came up the 
night before, and others watch this guy very closely. Is this 
competitive? 

GRAY: I would say that I am forty-four years old today — 
EHRICH: Congratulations. 
GRAY: —and I don't believe in perfection any more. But 

I am talking about some approach to this idea and I am saying 
simply it is a narrower approach than you view in other 
markets. 

EHRICH: In other words, we will say in Wyoming we 
have a lot of direct buying of cattle, and so we have this per
sonality problem. We have this sharp character from Denver. 
He has operated in the market for years. 

He goes up to the cattle man who only gets in the market 
once a year and his personality plays a big factor in the price. 

GRAY: That's one kind of personality. 
EHRICH: The other, perhaps, is this pit trading, which 

is a kind of a club. I don't mean to say there is anything 
wrong with it or put my finger on it, or make a claim, but it is 
possible that there is a different kind of personality that is 
even more important or influences prices more than a person
ality out in the country in Wyoming. I don't know. 

GRAY: Since price, of course, is the only variable down 
here in the pit, then if anything gets influenced it is going to 
be price, by any of these personalities. T o that extent, you 
are quite right. 

By and large, I don't make much of it. Of course, it exists. 
And I overstate to a certain extent when I say that these 
brokers are representing several principals and you wave your 
hand at this guy and you don't know whom he is trading for. 
Well, sometimes you do or you have a pretty good idea, but 
this is because it is a human institution, really. 

ANDERSON: In your discussion of potato markets, you 
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make a distinction between what you call an excessive hedging 
capacity and an excessive speculation. I wonder if you could 
amplify a little bit on what this distinction really is. 

GRAY: Well, Don, I didn't really mean to make the dis
tinction too seriously, because I believe if we looked at my 
phrase, I said: "Shall we call this excessive speculation or 
excessive hedging capacity," and it seems to me that trying to 
label it either way sweeps the real question under the rug. 

It is undoubtedly true that there is excess hedging capacity. 
If commercial people want to sell more potato futures, they 
have had the opportunity to do so to make money, and they 
haven't fully taken advantage of the opportunity, and that's 
all. 

It seems to me that to refer to this as excessive speculation 
doesn't get us anywhere. 

Now, on egg futures it is a little bit different, I think. One 
of the reasons I say I don't want to call it excessive speculation 
of potato futures is that the hedging operation of that market 
has been growing by leaps and bounds. In the egg futures, 
where it has been declining and you've got the same price 
characteristics, I think it would be desirable if this speculative 
factor would go elsewhere. 

Well, fortunately it has gone from eggs to bacon, and some 
of it is working on the bacon market, and that's good. 

BAKKEN: Would you suggest there is a paucity of capital 
on futures markets? 

GRAY: I don't think there is. I think that speculators 
have responded with great alacrity, and they have been willing 
to lose money quite consistently down through the years. 

I am not talking about the professionals here. I do think 
that they show a certain degree of discernment in refusing to 
get into a game with loaded dice, and we will talk a little 
bit about a couple of cases where the dice have been loaded 
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around here. But I don't think there is a paucity of capital. 
I think there is speculation on commodity futures. In gen
eral, I think there has been an overwillingness to speculate. 
If you look at the speculation for over half a century they 
have lost money. 

ANDERSON: I would like to pursue this one step further. 
Do you have any real inkling as to why potato traders — I 
mean storers, now, of potatoes, have been reluctant to use 
the futures market? There seems to be a gain for them in 
so doing. 

GRAY: We are at another one of these impasses, Don, 
where I am not even sure reluctant is the word. Where it is 
growing by leaps and bounds, are we going to say that 75 
percent is reluctant? I don't know how fast the market can 
grow. 

But to the extent that maybe you would expect all of them 
to come swarming in, and they haven't, I suppose that they 
are reluctant. This may be attributable partly to ignorance, 
partly to prejudice, partly to a stubbornness on the part of 
some of these New England farmers who want to burn any 
pit we have. 

GOLDBERG: You mentioned that manipulation in the 
futures market is out in the open and therefore it is better 
than behind doors. 

BAKKEN: Since when? 
GOLDBERG: Well, really, he said that it can be defended. 
GRAY: It is easier to detect, I should say. 
GOLDBERG: Easier to detect and overcome? 
GRAY: Yes. 
GOLDBERG: On the other hand, though, if a person suc

cessfully uses the futures market in his own operations, and 
makes a fair profit, what is to prevent a competitor from saying 
that that fair profit or his successful utilization of it in his 
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own operations wasn't an attempt to manipulate? How do 
you answer that? 

I am sure that the futures markets have been open to this 
charge many, many times. 

GRAY: Sure. Well, the economic answer would be to 
ascertain as best you can what the price determining factor 
is at the time indicated, and see whether the price was ab
normally high or low. That 's all the economist can say about it. 

The economist can't talk about intent; that has to be solved 
in the courts. The real remarkable thing to me is that in 
our business conduct committees or in the Commodity Ex
change Authority, we have had so few such allegations; so few. 

There is enough respect, I think, for the institution as such 
that this deters people who are otherwise some of the nastiest 
people in the world from blowing the whistle on one another. 
I think that the institution itself has a very salutary effect 
on the behavior of people. 

Now, it still happens every now and then, that somebody 
says the contract is crooked or somebody manipulated, but 
by and large, there is very little of this kind of allegation that 
you speak of. 

ULLMAN: I heard several times this afternoon that it is 
the amateur, so to speak, who loses his money in the futures 
market. I don't deny it. I don't have any reason to. 

But how do you define who is losing and who isn't? They 
don't tell you. How do you know if it's part of a hedge, in 
which case you can't tell. 

GRAY: Well, it isn't something that has been measured 
with precision. There are two classes of evidence you can 
have on this. 

The better, larger class of evidence is from this same study 
by Rockwell that I referred to. You can measure with a fair 
degree of precision if you take a long enough period of time 
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on the profits and losses to the various reporting categories 
of trade to the CEA, and then you make the fairly large as
sumption that most of the rather amateur speculators are in 
the small-trader category, which is not quite to make the 
reverse assumption. 

I don't say that the small-trader category in all the com
modities will be amateur speculators. It will be the other 
way around, and this category loses money in just about all 
the commodities, fairly regularly. 

Now, the other kind of evidence which is more pinpointed 
but also, you can make less of it, is a study by Blair Stewart 
in which he had access to all the books of a commission firm, 
and studied the results of people trading. The small specu
lators lost their shirts over a nine-year period, but that may 
have a little bit of bias in it, because the commission firm 
went into bankruptcy. 

ULLMAN: I don't want to pursue this too much further, 
but the point that I am making is that a futures contract or 
a futures purchase and sale can have a cash or a spot position 
outside of the exchange, and not a part of the exchange, and 
so it is almost impossible to pinpoint in any specific case. 

GRAY: That 's right. You are quite right. I agree with 
that. 

Now, this, of course, would not be characteristically true 
of small speculators. They don't have this. 

CHAIRMAN M U T T I : Professor Heifner has a question. 
HEIFNER: This is related to the preceding question. I 

wonder if you would comment on the role that these small 
speculators play in price formation? It is desirable, good, bad, 
or virtually no effect? 

GRAY: Well, I will put it sort of in this order. I think 
that the dominant price-making influence on the better fu
tures markets is from the hedging firms. 
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The second most important price-making influence is from 
the local large speculators, and thirdly, the little traders who 
trade through commission firms. 

One thing Stewart's study showed was that the small specu
lators lost because of bad trading technique. They held losing 
positions too long and sold out winners too quickly. Com
mission firms have information and have good research de
partments. They are not different, really, from commercial 
firms and the large speculators in this regard. I think the 
small trader falls down in the trading manifestation of that 
information, and hence, I suppose that he has the least salu
tary effect of any major group of traders on price determina
tion in the market. 

I would say at the same time that it is a very important 
contribution from the standpoint of liquidity of the market, 
and I think it is a very important contribution to have people 
willing to lose money regularly. I think this helps the com
modity economy. 

M U T T I : Like a distribution of wealth. 
GRAY: Yes, it is a transfer payment from the Des Moines 

piano teacher to the farmer in Iowa. 
HANSEN: Pursuing this a little bit further, could it be 

a question of definition: If the guy loses, he is a little guy; 
if he wins, he is a big guy? 

GRAY: Exactly. Of course, of course. You look at the 
categories — CEA reported categories — and you know people 
are moving into and out of those categories. If you move into 
the category, you are a little guy, and if you move out of the 
category, you are a big guy. 

A R T H U R : Did you get any new line on the pinpoint ob
servation of the outcome of individual speculation history 
from this study of Seymour Smith recently, which you re
ferred to? This would be newer than Blair Stewart's, I suppose. 
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GRAY: I have read parts of Seymour Smith's study. In 
fact, I read it in manuscript stage, and we are publishing a 
part of his study, but I have not read the part on speculation 
behavior patterns, so if there are any new ideas from that, I 
have not read it. 

There are some interesting analyses of price behavior that 
I could name that I have read. I have read the section on 
patterns of trading or behavior of speculators, so I can't com
ment except to say that Seymour Smith has done some good 
work. 

EHRICH: Roger, on your statement on the concentration 
on storage and how it was related to price trends, could you 
expand a little? 

GRAY: The more important word I think is commercial
ization, but I think it will be more commercialized when it 
is more concentrated. In wheat the essential function of a 
large grain merchandising firm, a Continental or a Cargill, 
is to ascertain as well as possible the proper price of storage. 
That is their business. 

There are no people doing that in potatoes. There are 
people who store potatoes and store them routinely. People 
who don't store potatoes don't gear their storage decision to 
a price of storage and if you don't gear your storage decision 
to a price of storage in the marketplace, then the marketplace 
won't reflect the price of storage. 

EHRICH: Well, the dispersion seems to be very little — 
GRAY: Excepting insofar as I think there is that much 

less likelihood that it will be commercialized if it is dispersed. 
I think the storage space is there, and they are going to use 
it, and they have made this decision partly in terms of price 
prospects. In any event, it is perfectly clear that the amount 
of bushels stored has not responded to the storage charge, 
and hence it is not even proper to refer to that as a carrying 
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charge in potato futures. It's got to have some other label. 
E H R I C H : Couldn't two billion potato farmers decide to 

look at today's price and say, "I've got an extra basement. 
Let's store it ourselves"? 

GRAY: They could. I think the greater likelihood occurs 
with concentration, however, because the very big operators 
are the ones who are most responsive to very small margins. 
This gets to be a big volume deal, where a penny may be the 
difference. I think you will never get to that situation where 
a penny a bushel will make that much difference to a corn 
farmer as to whether he stores or not, but it does to Conti
nental. 
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PRICE REPORTING AND DISSEMINATION: 
T H E PLACEMENT AND EXECUTION OF ORDERS 

by Donald J. Powers 
E. F. Hutton & Company Inc. 

T, HE Board of Trade of the 
City of Chicago is an association whose objects are: "To main
tain a commercial Exchange; to promote uniformity in the 
customs and usages of merchants; to inculcate principles of 
justice and equity in trade; to facilitate the speedy adjustment 
of business disputes; to acquire and to disseminate valuable 
commercial and economic information; and generally, to se
cure to its members the benefits of cooperation in the further
ance of their legitimate pursuits."1 

Price Reporting and Dissemination 
The Chicago Board of Trade is a meeting place where its 

member brokers transact business for their customers. Let 
us, first, describe the mechanics of price reporting and dis
semination. 

All futures orders received by member firms are trans
mitted to the Exchange Floor for execution and are filled 
according to bids and offers in the respective pits "by open 
outcry in the open market in the Exchange Hall during the 
hours of regular trading."2 

The futures broker in a particular commodity is responsible 

1 Preamble of Exchange Rules and Regulations. 
2 Rule 202A. 
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for the "flashing" of a quotation to the "pit recorder." In 
actual practice this may be accomplished by either a hand 
signal or by calling out the price at which a transaction has 
taken place in a futures contract. Chicago Board of Trade 
Regulation 1843 (g) states — "The following acts are detri
mental to the welfare of the Association (Rule 145): for par
ties to a transaction (and only such parties) to fail to see im
mediately that the pit recorder has made proper record of 
the price at which trades have been consumated." However, 
Ruling 1030 specifically provides "That, the reported in each 
pit be the judge of what constitutes a proper range of quota
tions to be sent out, subject to the supervision of the Quotation 
Committee in the respective pits. 

That, quotatio/ns sent out must be based on transac
tions made in the open market, and by the term "open 
market" is meant a bid or an offer openly and audibly 
made by a public outcry and in such manner as to be 
open to all members in the pit at the time. 

That, whenever price fluctuations of the commodities 
dealt in on the Exchange are rapid and the volume of 
business is large, it is of common occurrence that dif
ferent prices are bid and offered for the same delivery 
in the different parts of the pit at the same time. The 
normal result of such conditions is, at times, the execu
tion by members of orders at prices not officially quoted, 
or the inability of a member to execute an order at a 
limited price. This is unavoidable, but is in nowise the 
fault of anyone; and it is not permissible for members to 
readjust the price at which orders have been filled, nor 
to report as filled orders that have not been filled. T o 
do so is a grave offense." 

The Ticker 
The Chicago Board of Trade ticker is a fast, efficient ma-
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chine. Immediately after each transaction in a "Round lot'" 
of any commodity traded on the Exchange or of any multiple 
thereof, the pit recorder, who is an employee of the Exchange 
stationed in the quotations box, writes out a record of this 
transaction. This report is written on a small pad which is 
time-stamped by the pit recorder. The report includes the 
futures month traded, the price of the transaction and the 
time of the sale. It does not include the volume of the sale. 
Experience has indicated that the time consumed in reporting 
the volume of each transaction would importantly affect the 
speedy execution of orders and the liquidity of the market. 
Too, it should be noted that in an extremely active market 
as many as 300 brokers and employees of member firms may 
be moving about in a single futures pit. In general, each 
broker stations himself in one particular spot in the pit so 
that the messengers who carry orders from the telephones on 
the Exchange Floor to him can readily locate him. It is ap
parent, therefore, that it would not be physically possible for 
a broker after each transaction to move to the quotations box 
to report the volume of each transaction. The pit recorder's 
assistant sitting in the quotations box is then given the slip 
with the information noted above. The assistant pit recorder 
then types the information on a tape which is fed into a trans
mitter and each combination of impulses is sent to a central 
electrical quotations room. The price is then transmitted by 
Western Union Telegraph Company facilities to other ap
proved member and non-member offices located throughout 
the country and sent by audible Morse code to board markers 
on the trading floor. The entire operation from the time of 
execution in the pit to the actual transmission to the off-Floor 
offices requires but a few seconds in a normal market. The 

s 5,000 bushels of wheat, corn, oats, rye, soybeans or 1 contract of soybean meal, 
soybean oil, or beef. 
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ticker abbreviations begin with the symbol for the particular 
commodity reported such as "W" for wheat followed by the 
futures month reported such as "K" for the month of May 
and finally the price at which the trade is made. A trans
action would in such an instance appear on the tape as fol
lows: "WK — 150y8." If an error in a report is not caught 
in the central electrical operations room and it appears on 
the tape, a correction is made on the tape. Such a correction 
would appear as follows: "Cancel Last WK \50]f8." Subse
quently, a new report on the tape might state: "At 11:30:30 
WK 152i/8." 

Communications 
In the modern brokerage office, a variety of new equipment 

has made its apperance during this age of electronics. The 
so-called "fast tape" of the Chicago Board of Trade is still 
the stand-by, but such innovations as "Telequote I I I " on 
which commodity quotations and prices are displayed on a 
screen or printed on tape after certain symbols on the ma
chine are punched are in evidence. The basic data are con
tinually processed and stored by high-speed computers. The 
broker queries the computer from a desk unit and the in
formation appears on the video screen as it is printed out 
on paper tape. 

Many firms that maintain private wire systems of their 
own transmit market quotations and information to their 
offices throughout the United States and to foreign branches. 

In addition, the Dow-Jones Company leases a combination 
"Broad Tape" which services both commodities and securi
ties customers. The Journal of Commerce, through its sub
sidiary The Commodity News Service, Inc., also operates a 
commodity broad tape on a rental basis. 
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Quotations 
The Chicago Board of Trade Quotations Department pro

vides a very important service. After the sales are recorded 
on the quote pad by the pit reporter and relayed by the as
sistant pit reporter to the electronic data control center, an
other Exchange employee of the Quotations Department col
lects the quote pad slips and records them in a permanent 
book. The importance of this operation might be best ex
plained by example. A customer, after receiving a report on 
an execution, might request the member firm to check the 
time and sales price on the order, if the report does not seem 
to coincide with the corresponding sales as reported on the 
tape. This is particularly true on days when the traffic on 
the wires is heavy and the tape is late. Although errors do 
occur, they are very rare. An employee of the member firm 
will contact the Quotations Department for a record of the 
transactions at a given interval to see if the customer's com
plaint is justified. If the complaint is valid and an error has 
occurred and with the written permission of a customer, a 
request in writing is made to the Exchange for permission 
to adjust the price of the transaction. If written approval is 
granted by the Rules Committee, an adjustment is made by 
a cash debit or credit to the customer's account based upon 
the information supplied by the Quotations Department and 
by the records of the member firm. Prices of all executions 
of orders are binding unless reported in error. 

The Quotations Department of the Exchange does not sup
ply a current "bid and asked." This service is supplied to the 
customer by the member firm through their private wire 
system and their Exchange Floor brokers. Such service is 
merely a convenience to the customer. The member firm is 
prohibited from guaranteeing a price of execution because 
no member may act as principal and agent in a futures trans-
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action. As stated previously, all futures transactions must be 
consumated in the pit by public outcry. This alone determines 
the price at which a futures purchase or sale is executed. 
Truly, it is an auction market. 

The Market Report Committee of the Chicago Board of 
Trade has jurisdiction over the price reporting and dissem
ination functions of the Exchange. 

Placement and Execution of Orders 
Because the subject matter of the first and second sections 

of this papers overlap and in view of the time limitation, it 
seems appropriate to graphically explain the placement and 
execution of orders: 

Chart B 
Sequence in Processing an Order Through a Commission House 

Customer 

Member Broker. 

Member broker's order clerk 

I 
Member broker's wire 

Member broker's Chicago Wire Room 

•ir 
Member broker's Chicago Phone Clerk 

I 
Member broker's Exchange 

Floor Phoneman 

Exchange Floor Messenger 

Member broker's order clerk 

T 
Member broker's wire 

T 
Member broker's Chicago Wire Room 

T 
Member broker's Chicago Phone Clerk 

T 
Member broker's Exchange 

Floor Phoneman 

T 
Exchanged loor Messenger 

kPit Broker fills -
and endorses orders 

Types of Orders 
The order represents the customer's instructions to the 

brokerage house with respect to purchases or sales. "Buy" 
order slips are frequently printed in blue and "sell" order 
slips are frequently printed in red. The order specifies the 
number of bushels or the number of contracts to be bought 
or sold. 
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T h e classification of orders commonly used on the Chicago 
Board of Trade are described as follows: 
(1) Round-lot or odd-lot: 

The units of trading in grain are round-lots and odd-lots. 
Five thousand bushels represents a round-lot contract 
while odd-lot contracts are traded in units of 1,000 bush
els. Soybean meal and soybean oil are traded only in 
round-lots of one contract each. 

(2) Buy or sell: 
Buy or sell orders need little explanation — they simply 
represent the customer's instructions. 

(3) Price limits: 
(a) Market order: A market order is an order to be 

executed at the best possible price at the time the 
order reaches the Exchange Floor. 

(b) Limit order: A limit order is an order which con
tains a price limitation decided by the customer at 
the time he enters the order. It may be executed only 
at the limit price or better. 

(4) T ime Limits: 
(a) Day order: A Day order is an order that expires auto

matically at the end of the session each day. 
(b) Open order or GTC order: An open order or GTC 

order is an order that remains in force until the cus
tomer explicitly cancels the order or until the futures 
contracts expire. 

(c) Off at specific time (day order with time contingent): 
Off at a specific time order is an order that remains 
in force until the specified time during the session 
is reached. At such time, the order is automatically 
cancelled. 

(5) Special orders: 
(a) Stop order: A stop-loss order is an order that be-
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comes a market order when a particular price above 
or below the market is reached. 

(b) Stop limit order: A stop limit order is an order that 
goes into force as soon as there is a sale at the specified 
price. The order, however, can only be filled at the 
stop limit price or better. 

(c) Quick order or Fill or kill order: A quick order or 
fill or kill order is an order that must be executed at 
once at a specified price or it is cancelled. 

(d) Cancellation order: 
(1) Straight cancel order: A straight cancel order 

represents instructions from the customer to can
cel a previous order. 

(2) Cancel former order (CFO with specific instruc
tions): A CFO order is an order that will cancel 
a former order and replace it with new instruc
tions. Normally, these instructions are a change 
in price. 

(e) Special contingent (discretionary orders): Discretion
ary orders are orders in which the customer gives a 
partner or officer of a member firm power of attorney. 
These orders are seldom used. 

(6) Spread orders: 
(a) Intra-market: An intra market spread order is an 

order to buy one particular future and sell another 
particular future within the same commodity. 

(b) Inter-market: An inter-market spread order is an 
order for the purchase or sale of one commodity vers
us the purchase or sale of another commodity. These 
orders may involve commodities within one exchange 
or between exchanges. 

Placement and Execution of Orders 
The improvement in communications and the electronic 
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techniques that have been developed during the past few years 
will likely have far-reaching effects on the placement and 
execution of orders. One of the most significant factors that 
should be stressed in a discussion of this sort is the human 
element in the execution of orders. While we appreciate the 
technological advances that have been made, we wish to make 
it eminently plain that the most important plus factor that 
the customer has working in his behalf is the faculty of the 
human mind. The broker must be rational and informed. 
He can and does exercise his best judgment in how a particular 
order should be filled relative to market conditions at any 
given point and time. While all brokers are prohibited from 
acting as principal and agent in any portion of any transactions 
under the provisions of Rule 202A of the Exchange, a knowl
edgeable and experienced broker will while acting as agent 
for the customer sometimes enter an order for his own account 
and risk in order to steady the market before filling an op
posite order for the customer. The position of the Floor 
broker is a competitive one. Within each pit, brokers com
pete for the business of industry accounts. Their integrity, 
ability and experience are the wares they have to sell. 

Summary 

As stated in the preamble of the Chicago Board of Trade 
Rules and Regulations, one of the objects of the Exchange is 
"to acquire and to disseminate valuable commercial and eco
nomic information." The prices of transactions on this Ex
change reflect the opinion of all of the people in the trade. 
Price, serving its purpose in our nation's economic system, 
tends to equate supply with demand. The dissemination of 
information acts as a catalyst in the expansion of trade, both 
here and abroad. 

T h e efficiency of the United States grain marketing system 
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can be directly attributed to the ease with which price in
formation and price protection can be obtained through the 
facilities of a commodity futures market. 

PRICE REPORTING AND DISSEMINATION: 
THE PLACEMENT AND EXECUTION OF ORDERS 

DISCUSSION 

CHAIRMAN PEDERSON: Thank you, Mr. Powers, I am 
sure we have time for a few questions. 

W I L T : Is there any specific reason as to why the audible 
telegraph is used for reporting to the board markers? 

POWERS: Yes, there is, and the answer is relatively simple. 
As you will notice on the west wall of the Exchange floor, 
one reporter wears an earphone, and of course, he has a long 
telephone cord. If there were three or four reporters with 
cords, the reporters could tangle them or trip over them. It's 
to facilitate movement in a real active market. 

The reporters, by virtue of the fact that they use the audible 
Morse signals, can run back and forth to corn, oats, rye and 
soybeans. If they had on ear sets, they wouldn't have been 
able to move around as fast, because of the cable. 

I know there are probably some questions on your mind 
that I didn't discuss. One might be: Why don't brokers match 
orders? 

This isn't exactly the discussion that I have been assigned 
here, but I feel it should be covered. I have been asked why 
don't the brokers say to each other, "You've got 50 to buy and 
150 to sell. Let's just cross the orders." 

This is illegal on this Exchange. Some commission houses 
have suggested it be done because there are price spreads on 
opening and closings, but the broker is competing with every 
other broker on the Exchange for business — if the brokers 
matched these orders, they would arbitrarily be deciding 
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what wheat, corn or soybeans were worth on any particular 
opening. 

And I doubt sincerely that they have the ability to do so. 
This is the function of the market. 

If I recall correctly, at a Chicago Commodity Club meeting 
in about 1961, a former assistant Secretary of Agriculture 
made the statement that there were seven directors of the Com
modity Credit Corporation, and that at any given time, these 
seven men could probably give you a relatively accurate idea 
of what wheat, corn, oats or rye were worth. But he said that 
if you took the seven most intelligent men in the grain in
dustry and put them all together they couldn't tell you what 
any grain would be worth tomorrow morning. 

And I think that aptly describes why orders shouldn't be 
matched. The marketplace will tell you the price. 

I mentioned that a broker could possibly offer corn for his 
own account and risk when he has a buy order. The broker 
is, however, prohibited by law from bidding for corn for his 
account when he has a buy order. That order has to be filled 
first. He cannot buy for his own account at that price, until 
all orders at that price are completed. 

For this reason, most brokers do not trade to any great 
extent for their own account, because they are at a disad
vantage. 

SCHNEIDAU: Would you mind discussing closing prices 
briefly and what they reflect in terms of the day's trading? 

POWERS: They're determined by the market at that 
moment. Now, that is not begging the question. No broker 
knows what another broker has to do at any given time during 
the day. 

Each broker has a tremendous amount of pride in his abil
ity to fill an order. I know when I was filling orders, I wanted 
to be the best broker on the floor. There is an ego factor to 
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be satisfied in filling an order, and I don't want the broker 
standing next to me to know what I have to do. I want to 
fill my order at the best possible price. 

I remember one day, when the close was two minutes long 
— not a very long period of time — and I had a huge amount 
of wheat to buy. Unfortunately, there were about five other 
brokers with an equal amount to buy. I think I bought about 
one million or one and a half million bushels of wheat. I still 
had about eight hundred wheat to buy and the one minute 
bell had rung. I kept bidding up the market. 

The broker next to me bid 5/% higher than the up limit, 
which is illegal, but he didn't realize it was above the limit. 
His bid did not stand. Some brokers didn't get all of their 
wheat bought, because once that final bell rings, that's all. 
No more trades can be made. 

You may see people writing on cards on the Exchange floor 
after the final bell rings, but they have made the transactions 
prior to that final bell. They may check their closing trans
actions after the bell. After all, if I have one million wheat 
to buy and I have approximately one minute to do it, I might 
buy it from fifteen people. I am lucky if all of the transactions 
check properly. 

BAKKEN: In a case where you have a tremendously big 
order, you can tell the pit reporter that that is your closing 
order? 

POWERS: Hold the close. 
BAKKEN: And that for you becomes a long close then? 
POWERS: That 's right, but they do not hold the close 

past 1:15. When the bell rings three times, that is the end 
of trading. Brokers check trades after that, and they write 
down on the trading cards what they have done. 

For example, when I was that busy, I would never card the 
trades at that moment on an actual trading card. I would 
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write the opposite member's name on the order, and transcribe 
the information on a trading card later. I have to buy what 
I have to buy and sell what I have to sell by the final bell. 

SCHNEIDAU: Is this the best thing indicative of the day's 
trading: Closing prices? 

POWERS: That is difficult to answer. Maybe Dr. Gray 
can answer that one for you, a little later. T o me, I would 
say no. You may arrive at a point in time on a given day when 
the public or the pit crowd may be overly short or overly 
long, and if sizable orders come in to buy or sell opposite to 
their position, you may get a distorted close and it may not 
reflect the true value. 

I think in the instance I pointed out to you, it did reflect 
the true value at the time, because in that particular year a 
sizable amount of soft red wheat export business was done un
expectedly late, and it just exhausted the Chicago stocks of 
wheat. The short supplies resulted in a higher price. 
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WHY DOES FUTURES TRADING SUCCEED OR FAIL: 
AN ANALYSIS OF SELECTED COMMODITIES 

by Roger W. Gray 
Food Research Institute, Stanford, Calif. 

L. iET me assure you that it was 
not my idea that you be subjected to a double-barrelled attack 
by me. Regrettably this is not the over-and-under type, with 
two different sizes of barrels—the second barrel is the same 
large bore as the first. If you have ever hunted rabbits in 
Illinois you know that a double-barrelled shotgun is a ridic
ulous instrument anyway—you only get one chance. I feel 
somewhat the same way about this second appearance; having 
spent my best ammunition in the first, if I missed the little 
rabbit the only thing that will get him now is a heart attack. 
So I'll fire away and hope to frighten him to death. 

I don't really know why futures trading succeeds or fails, 
but if I make some mistaken observations about futures trad
ing I'll be joining a pretty select group of economists. The 
only thing Schultz has written on the subject was wrong. The 
only thing Samuelson wrote was evidently so embarrassing 
to him that he had it published in a German journal, and 
translated back into English, apparently in hopes it would 
lose something in the translation. Arrow's only thoughts on 
the subject were relegated to a footnote by Scitovsky, whose 
own thoughts were muddled. And Keynes, as we noted yester
day, propounded a mixture of profundity and absurdity in 
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Figure IV 
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his little essay. The reputations in this illustrious group have 
somehow survived either despite or because of their lack of 
understanding of futures markets; and in the area of reputa
tion, I have everything to gain and nothing to lose. 

A convenient framework is provided in a somewhat sche
matic representation of the Rockwell findings to which I re
ferred yesterday. I have taken certain liberties with his re
sults, either because my information about some markets leads 
me to think that adjustment is in order, or because the period 
embraced by his study is not entirely suitable to my purposes. 
But I have not done serious violence to Rockwell's evidence, 
which showed the rate of return for all markets approximately 
symmetrical about zero, and for the larger markets approxi
mating zero. Very large rates of return, of the order of 10 
per cent annually or more (disregarding margins) were ob
servable only on the very small markets. With certain excep
tions, these are not really successful markets; and to the extent 
that they are in the marginal zone between real success and 
absolute failure, may afford us some insight into the reasons 
for success or failure. Some of these markets are already de
funct, including those for middlings, bran, shorts, and lard; 
while the cottonseed meal market is virtually defunct, and 
the egg market is in rapid decline. These markets have been 
very lopsided, which means that one side or another, buyer 
or seller, has used them at great cost. The immediate reason 
for failure is then apparent: buyers or sellers stop trading 
because the expectational bias is so great that it simply costs 
too much to use the market. But what reasons lie behind 
this? What makes a market lopsided? 

In general, I think there are three classes of reasons. First, 
the contract may be a poor one—the commodity description 
or the delivery provisions may favor the buyer or the seller, 
enabling one side to squeeze the other as the delivery date 
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approaches. I suspect that this was the trouble with the lard 
market—that the contract gave short hedgers an advantage, 
which they used sufficiently to ultimately frighten away buy
ers. This can be a very intricate consideration, and it is one 
in which I am not particularly well versed. But the kind of 
billing that goes with delivery stocks, the location of stocks, 
the availability of deliverable supplies that are not commer
cially desirable, and a number of other considerations can 
affect the fairness and attractiveness of a contract. I under
stand, for example, without being fully conversant with it, 
that the soybean meal contract here has presented a problem 
related to the billing on tenders for delivery. In Minneapolis 
a few years ago it appeared to me that one of the problems 
was that ordinary protein wheat was being priced in the fu
tures contract, but by the time the delivery month rolled 
around there was rarely anything but better wheat in the 
market, hence the contract favored buyers. During the era 
of storage space shortages, the requirement of delivery by 
warehouse receipt sometimes created a squeeze, as the space 
commanded a premium. On track deliveries provide some 
alleviation of this condition. It was alleged at one time, and 
subject to considerable inquiry, that the procedure of certify
ing stocks for delivery on the cotton market resulted in an 
accumulation of certified stocks which had deteriorated, and 
overhung the market as a depressant. And part of the argu
ment for changing the potato contract to permit deliveries in 
Maine, at the point of origin, was to avoid the depressant 
effect of deliverable supplies in box cars in New York, where 
they deteriorated rapidly, perhaps before finding a home. In 
the same market, another allegation was that traders would 
switch contracts in order to go to the end of the line for de
livery purposes. 

These various technical situations, or allegations of tech-
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nical situations, illustrate some of the possibilities of the first 
cause of lopsidedness. T o be successful, a futures contract 
must be equally appealing to buyers and sellers, which means 
that it must reflect commercial movement closely enough and 
broadly enough that price distortion is not introduced by the 
special features of the futures contract. It follows that a suc
cessful market is one in which the interests of all broad classes 
of buyers and sellers are well represented, so that contract 
terms are kept under continuous surveillance, and provision 
is made to alter them as conditions change. It is especially 
important that commercial firms have an active voice in these 
matters, because they use futures contracts as temporary sub
stitutes for merchandising contracts, and require that they 
be close substitutes. If they are not, then hedging loses its value 
—and no futures market can long exist without hedging. Yet 
at the same time, if the hedging use is concentrated amongst 
holders of inventories who are short sellers, it is important not 
to allow them to control the contract terms to their advantage, 
for this will soon deter the necessary speculation. 

This brings me to the second general reason for lopsided
ness and failure, which is the disposition to use or to boycott 
a futures market, sometimes in reflection of market power. 
If the existing forward contracting arrangement is lopsided 
in reflection of market power, the establishment of futures 
trading will have to overcome the reluctance, and sometimes 
the resistance, of those who hold the power and naturally pre
fer keeping it instead of supporting a competitive market. 
This is probably the key to the sustained attack upon futures 
trading in onions and potatoes. Forward contracting had been 
prevalent for decades, and the many small dealers who earned 
a living by an arrangement whereby they advanced credit to 
growers and gleaned a risk premium for guaranteeing forward 
prices, saw their livelihood threatened by the emergence of a 
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futures market which would spoil the game. Some could use 
the market to expand volume on smaller margins, of course, 
just as a small percentage of grocery store operators became 
proprietors of supermarkets or chains. But not all can do this, 
and rather than let competition determine success in a new 
market structure, the tradition of small proprietors is to band 
together and resist the new developments politically. This is 
true of farmers, druggists, grocers, railroad firemen, and all 
classes of featherbedders. Of course, it is not true of college 
professors, who don't care a fig for job security—so long as 
they have tenure. 

The disposition or indisposition to use futures markets 
may also be partly a matter of habit and of need. The failure 
of the millfeeds futures markets, judging from price behavior, 
reflects the greater willingness of the sellers, the flour mills, 
to use them than was ever engendered amongst millfeed buyers, 
the merchants and feed manufacturers. Through a period of 
high prices the flour mills were willing to sell futures at some 
price sacrifice, in order to project the prevailing price levels 
forward. During a subsequent period of low prices, buyers 
were unwilling to make an equivalent sacrifice, and millers 
were unwilling to see the low price levels fully projected in 
futures prices. Mills had long been accustomed to hedging 
wheat purchases and flour sales in an unbiased market, and 
presumably would have helped sustain a market for their by
product on even terms. But they withdrew their support of 
the market when they felt that buyers weren't supporting it 
properly. 

I have some reluctance to call this an exercise of market 
power—on either side for that matter. My third general reason 
for lopsidedness and failure seems to me more relevant to this 
episode than a market power interpretation—this is a failure 
to attract speculation. The sales and purchases that hedging 
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firms have to make cannot be expected to sustain a balanced 
futures market, even when the contract is fair and there is 
reasonable competition on both sides. One reason for this 
is that a futures market needs liquidity, which hedging firms 
do not provide, but a more important reason is that hedging 
is nearly always unbalanced in favor of the short side. Unless 
sufficient speculative buying is attracted, the excess selling 
pressure from commercial firms would nearly always unduly 
depress futures prices. This results naturally from the fact 
that crops are produced annually but consumed more or less 
evenly the year around, so that inventories have to be carried. 
A major function of the futures markets is to attract the ven
ture capital which will finance this stock carrying at low rates. 

Now you might argue that this consideration does not apply 
to millfeeds, which are not an annual crop but a by-product 
of a manufacturing process. Yet therein, I believe, may have 
been the root cause of failure of these markets, in a twofold 
sense. First, the mills, in order to round out their hedging of 
wheat and flour, needed to hedge millfeeds in the same sea
sonal pattern, requiring that their millfeed hedging have the 
same characteristics as the hedging of stocks of an annual crop. 
Thus considerable speculative buying would need to be at
tracted, just as in corn, wheat, and soybeans. But millfeeds are 
not an annual crop, and the kinds of information which spec
ulators rely upon in their efforts to estimate crop prices are 
not applicable to millfeed prices. Hence speculation was not 
attracted, and these markets struggled along as hedging mar
kets. It may be too much to expect that commodity speculators, 
with their emphasis upon supply factors, would turn their 
attention to a commodity the supply of which is quite regular 
on a year-to-year and month-to-month basis; but the demand 
for which is seasonal, erratic, and subject to a host of cross-
elasticities. At any rate they did not turn their attention to 
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millfeeds, and I count this the leading reason for failure of 
those futures markets. 

My basic theory, then, is the following. The first prerequi
site to the success of a futures market is hedging use. There 
must be reason for commercial buyers and sellers of the com
modity to want to substitute futures contracts temporarily for 
merchandising contracts. The reason may be financing of in
ventories, forward pricing, or obtaining shopping convenience. 
Typically some combination of these reasons will already have 
given rise to some kind of time contracts. In order to appeal 
to hedgers the contract, delivery terms, months, and locations 
must all conform closely to commercial movement. Secondly, 
the market must attract speculation, chiefly to offset the ten
dency for short hedging to exceed long hedging. When these 
two conditions are met, a market can grow to its optimal level 
and continue over long periods to provide balanced price esti
mates, as have the larger markets shown earlier in the diagram. 

It is appropriate now to say what liberties I took with Rock
well's results, why I did so, and then make further comments 
about the smaller markets shown in my diagram. I moved 
the wheat and corn observations onto the line, whereas he 
showed them very near the line (all less than 2%). This is 
easy to justify, since the interwar period, which has been well-
examined, shows this result, whereas Rockwell's results are 
clearly subject to the loan program influence, which has also 
been well documented. I also moved cotton onto the line, 
which he also showed close to the line, on the ground that his 
study covered a period of very rapid decline in this market, 
and the price strength occurred while the market was still 
active. I moved the soybean observation half way toward the 
line because of the very pronounced bias while this market 
was rapidly growing — this is the only questionable adjustment 
which I made. Bran and shorts I combined and moved out to 
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the extreme because these markets first displayed a pro
nounced downward bias and subsequently, at higher price 
levels, a less pronounced upward bias. 

Now, given that the great markets were really great, let us 
consider the diagnosis and prognosis for some of the smaller 
ones. I have, incidently, omitted nine of the markets studied by 
Rockwell, all of which fall under the tent but some of which, 
like butter, grain sorghums, and flaxseed are moribund, dead, 
or meaningless; and others, like wool and wool tops, don't 
mean anything to me because I haven't studied them. 

The markets for oats and rye are in good shape. The hedg
ing need is there and speculators are willing to lose money 
accommodating it, hence these markets can grow or decline 
according to the hedging need. The egg market would be in 
similarly good health were it not for the fact that the hedging 
need has all but vanished. If the new breed of egg merchant 
and processor, now that the seasonal assembler has disappeared, 
were to recognize other hedging opportunities, the specula
tive potential must still be there, unless the egg speculators are 
all speculating in bacon now, as trade in frozen pork bellies 
would suggest. The potato market has plenty of scope for 
growth. The hedging need is intense and the speculation is 
there to absorb it. Only the Congress can stop it — or the 
unrelenting campaign against it by the Maine Potato Coun
cil, whose New England conscience is out to burn a witch. 
Middlings, Bran, Shorts, Cottonseed Meal, and Lard are all 
dead or dying — the first four because of inadequate specula
tion and the last because speculators got tired of pouring 
money down a rathole. 

Meanwhile, hedgers have voiced some complaints about the 
soybeans and products markets which, while not very serious, 
are symbolic. These three have proved slightly profitable to 
speculators, and this is something that hedgers won't long tol-
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erate. You will note that, apart from these three, only manu
factured by-products with erratic demand characteristics lie 
to the right of the zero line. The message is clear: the diagram, 
in all its pristine beauty, is really wrong. The correct diagram 
is shown next. Futures markets survive tenuously or grow 
rapidly when hedging is favored; they flourish gloriously in 
their full bloom, when full advantage is taken of the specula
tive potential; but only in the rare circumstance of trying to 
run a futures market without speculation do they ever display 
a significant bias against the short side. 

This is in its way reassuring. Merchants and dealers refuse 
to take a beating — stocks carriers insist upon the legitimacy 
of their function and find its lowest cost or highest reward. 
It vindicates the professional speculator, who prefers the great 
markets or else changes sides in the small ones. It need not 
embarrass Mr. Rockwell, a young genius who obtained im
portant results without attempting to interpret them in this 
manner. And it is not nearly so ominous for the future of 
futures trading as you might think. The really vast potential 
for futures markets, if my thinking is straight, lies with those 
commodities whose supply is erratic and of which vast inven
tories must be carried because consumption is fairly stable, 
and which are only lightly processed prior to consumption. 
These include sugar, coffee, cocoa, potatoes, onions, pork, and 
beef, which together could easily provide more futures trad
ing than soybeans, wheat, cotton and corn — the only markets 
which in the past have climbed our flagpole. 

Another possible interpretation of the diagram, not neces
sarily inconsistent with but rather complementary to the fore
going interpretation, stems from the fact that the various com
modities are not commensurate in economic importance. Fu
tures trading in rye and oats is already as highly developed 
as that in soybeans, relative to the total value of commercial 
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movement of crops. Does this mean that markets can achieve 
balance only for the very important crops? I don't think so. 
Another interesting distinction among the balanced and un
balanced markets shown here is that nearly all the hedging 
on the imbalanced markets is short, whereas substantial frac
tions of long hedging occur on the balanced markets. This 
strengthens part of my earlier interpretation and weakens part 
of it. Hedgers are not only unwilling to lose money in futures 
trading, but the long hedgers, where they are of consequence, 
are sufficiently skilled in avoiding losses that they carry the 
speculators along with them. One of the determinants of 
success, then, in the markets which I listed as having great 
potential, may be the extent to which long hedging is done by 
processors and even retail chains. It may seem unreasonable 
to suggest that in markets which already overestimate prices, 
long hedging would be desirable, yet it is not necessarily a con
tradiction. Clearly, the more hedging on both sides, the closer 
the reflection of actual supply and demand in futures markets. 
Successful speculators may study the activities of hedging firms 
more closely than has been realized. 
Other Determinants of Success or Failure 

The foregoing general theory does not make mention of 
some obvious considerations, nor of some often cited. Among 
the obvious considerations, the most important is the role 
of government. Cotton was king among the markets, as the 
diagram shows; but it does not show that the cotton markets 
are now dead. The reason for this is that the government has 
become the cotton merchant, so the need for hedging has 
disappeared. A similar fate befell the butter futures market, 
as governmental acquisitions of butter stocks obviated the 
need for private interests to carry inventories. The onion mar
ket was of course closed by outright prohibitive legislation. 
Not only do governmental competition and prohibitory legis-
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Figure V 
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lation affect futures markets, but the manner in which they 
are regulated may also impair or improve performance. A 
great hue and cry arose after the De Angelis vegetable oil 
swindle, demanding tighter regulations. Actually that swindle 
was primarily conducted through forgery of warehouse re
ceipts rather than futures trading. Undoubtedly the position 
held on the New York Produce Exchange was manipulative 
in effect, however, and should have been prevented. Improved 
regulations may be required, and if consistent with the prin
ciples of trading might well prove salutary; but meanwhile 
sight should not be lost of the remarkable record of perform
ance by markets which are largely self-regulated. 

I have neglected some of the commonly mentioned consid
erations because I believe that they may have been overem
phasized. The requirement of product homogeneity is one 
of these. T o be sure a representative commercial grade of the 
commodity must be describable and amendable to fair grad
ing, but futures markets can be very useful to firms which 
deal only in other grades, so long as there is a reliable and 
predictable relationship among the values of various grades. 
The practice of specification buying, frequently mentioned 
as being irreconcilable with futures trading, need not preclude 
successful use of the futures markets. A supermarket chain 
that wants only top choice beef can still use a choice contract 
in its pricing. Similarly, if they wish to buy only beef which 
they can see, they can still negotiate over the basis, as is done 
in grain, rather than the flat price. But of course they must 
want to use the open market. 

A second factor, frequently mentioned in opposition to the 
onion and potato markets, is storability. Storability is not so 
important as assured availability of deliverable supplies. T o 
be sure, the practice of carrying large stocks helps to assure 
this. 
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While I do not insist that my interpretation from price be
havior is either correct or complete, I believe that this ap
proach to the success or failure of futures markets offers bet
ter prospect of valuable insight than the approach which lists 
commodity characteristics. The key element is hedging. The 
firms which must do the buying and selling anyway must be 
persuaded of the advantages in using futures contracts. Specu
lators are the next element, and at least so far as the commodi
ties with erratic or seasonal supplies are concerned, speculation 
seems to be available. In all of this, of course, the strength and 
resourcefulness and vigor of the market organization itself is 
an important factor. It will require a great deal of personal 
effort and dedication to revive some futures markets and build 
up others, just as in the past it has required such effort and 
dedication to building and maintaining the great markets. 

WHY DOES FUTURES TRADING SUCCEED OR FAIL: 
AN ANALYSIS OF SELECTED COMMODITIES 

DISCUSSION 

CHAIRMAN PEDERSON: Would you welcome a ques
tion or two, Roger? 

GRAY: I would, indeed. 
N O R T H : Would you say from your analysis then that the 

soybean oil and soybean meal markets are doomed to failure 
as they now exist? 

GRAY: No. It is true that the soybean oil and meal mar
kets do not attract nearly the speculation in proportion that 
the soybean market does, and this is a disadvantage, and it does 
introduce distortions in the pricing, but I think because the 
price relationship is so close that these markets can survive. 

I think if you go back fifteen or twenty years to the period 
when soybean meal was a by-product, you would have had 
to say that the augury for that market was poor, but you might 
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have prospects for soybean oil, because essentially soybean oil 
was the value in the beans. 

Now you can't refer to either of these as by-products, and 
I think that insofar as the speculation has been attracted into 
these markets, pricing them chiefly as a spread to soybeans, that 
those markets can survive, in very much the same way that the 
Kansas City wheat futures market or the Minneapolis wheat 
futures market can survive. 

You've got a well-used and well-supported market to spread 
against, and I think that these markets will survive in that 
way, where the bran and shorts markets couldn't, because there 
was no such relationship between their markets and the price 
of wheat. 

GOLDBERG: One of the objections that some people in 
the futures market industry seem to have about some delivery 
markets is that they complain that the warehouse space avail
able may be in the hands of certain groups or parts of an in
dustry, which may put them at an advantage or in a position 
to utilize that market more effectively than some other mem
bers of the industry. 

Do you think there is any element of truth in this accusation? 

GRAY: Sure, I think there is. I think this is an important 
consideration. It does become an issue with different urgency 
at different times, and I think it is important that you have 
committees of the Exchange that are fair in designating what 
warehouses shall be regular for delivery. 

And you've got to have diverse enough ownership of the 
space so that one or two factors won't be in a position to 
control it. 

It became quite an argument in Minneapolis as to whether 
certain large elevators should be made legal for delivery to 
an advantage over other elevators, and thank God, they didn't 
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ask me to arbitrate that dispute. These are very tough ques
tions, and there is no question but that that particular position 
gave that particular firm an advantage, if it's regular for de
livery on an Exchange. 

U H R I G : We have various descriptive terms that describe 
the grades of corn; also the grades of cattle. Application of 
grades to the grain is much easier and more uniform than the 
cattle contract. Is this a problem from your viewpoint? 

GRAY: Well, I think first that I agree with you that the 
descriptions are easier to make in grain which lends itself 
to more scientific evaluation in grade characteristic, but I 
think the essential question is — you see, without a futures mar
ket, people are still going to have to describe the commodity 
they're dealing in. 

The ultimate consumer in the United States is barraged 
with advertisements of U.S.D.A. choice beef; and supermar
kets, at least in our area, and I think in most areas compete on 
that basis. One or two of them may attempt further product 
differentiation than that, but the bulk of them don't; the bulk 
of them say it is U.S.D.A. choice, and that's it. 

Well, if you've got a large enough group of them competing 
on the basis of U.S.D.A. standards on the retail level, it seems 
to me that grading should not be a barrier to futures trading 
in beef. 

EHRICH: You said uncertainty about supplies and supply 
fluctuations tend to encourage the speculative element, yet 
the fluctuations in demand tend to discourage it. Would you 
care to expand on that a little? 

GRAY: I think that the speculator feels that he has a bet
ter opportunity to make price judgments in markets where 
commodities have characteristically annual crops, about which 
there is a good deal of public information, about which deci-
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sions of large individual firms aren't likely to influence the 
total supply. 

I don't want to overdraw this, but I think at least in the 
extreme that this must be the reason that speculation was never 
attracted to the bran and shorts markets. 

Speculators are accustomed to trading on the basis of 
U.S.D.A. official information, and all sorts of unofficial in
formation about crop prospects and weather prospects and so 
forth. 

Here you had a situation in which you are going to have 
to develop a whole new way to forecast the price of bran and 
shorts at the same time that you might well have had the 
feeling that the milling firms are in too good a position to out
guess you on these prices. So I would skip the by-product 
thing, but I also think, and I am not saying that this is a 
logical principle — I think it's an historical principle — I think 
that the speculators have gradually been attracted to commodi
ties, price fluctuations in which occur mostly on the supply 
side and haven't been attracted to commodities where the 
price fluctuations come from demand. 

Maybe you could develop a whole new brand of specula
tors. T o a certain extent, you have to do this in the soybean 
meal and soybean oil markets. These are exceptions, but I 
think they are not complete exceptions in the sense that I 
believe that the relationship to the soybean products is close 
enough that what willingness you have to trade in meal and 
oil stems very largely from the close relationship to beans and 
their willingness to trade in beans. 

HIMES: For a critical analysis, would a closing contract 
price be as good as any? 

GRAY: It depends, of course, on what question you are 
trying to analyze empirically, but for the kinds of things that 
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I have been talking about here, where I refer, let's say, to mea
surements of bias, measurements of fluctuations and so on, 
random walks, we have twenty years of open, high, low, close; 
daily corn futures prices on tape, and we checked this out from 
two standpoints to see whether it made any difference. Since 
it's on tape, you can easily compute the midpoint of the daily 
range to see if it would make any difference whether you used 
midpoints on daily range. It doesn't, so you might just as well 
use the close since it's more convenient in market analysis. 
It's right on the tape. 

Another thing we checked out was for something like week
ly price observations where you don't need to deal with daily 
changes. We checked out the difference between Wednesday 
closing prices and Friday closing prices for a long period of 
time, and found no difference there. 

Now, if you are going to try to analyze whether or not there 
was price manipulation or something like that for a particular 
time, then you've got to deal with the high, low, close, and 
range, and everything that happened in between. 

But for the kind of thing we have had, closing prices will 
nearly always do. 

BAKKEN: Could we overcome lack of speculation by re
construction of the contracts? 

GRAY: Not, I think, in bran and shorts. You see, specu
lators by and large want to engage in making price judg
ments. Speculators had a golden opportunity to make money, 
if they want to make money, on the basis of observing price 
behavior that is a market characteristic in a lopsided market. 

If a market can be as lopsided as the bran and shorts mar
kets were for eight years in favor of anybody who wanted 
to take a routine position, and still not attract speculation, 
it seems to me the best kind of indication that speculators 
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want to make price judgments based on fundamental supply 
characteristics. 

What your question most suggests, Henry, is that if it were 
true that the bran and shorts contracts were good contracts, 
then the next question might be how about making them lop
sided contracts in order to attract speculators? 

I don't think you can attract speculators this way. I think 
you attract speculators on the basis of forecasting prices, mak
ing price judgments based on fundamental supply characteris
tics, and again, I am speaking only from the historical evidence. 
This is not a particularly logical interpretation. 

BAKKEN: What about the posibility of some educational 
drive in the hinterland to interest people who do carry the 
risks and take the losses to speculate in these commodities? 

The reason they fail, perhaps, is because the people out in 
the doctors' and lawyers' offices and the professors' offices were 
not attracted to this particular speculative interest. 

GRAY: Well, I gave it a little bit more of an institutional 
slant, I guess, than that. I think the reason that doctors and 
lawyers didn't trade bran and shorts was more likely the fact 
that commission firms never once touted bran and shorts to 
them. 

Now, if this is the educational campaign you are talking 
about, I think you've got to recognize that the doctors and 
the lawyers aren't really the speculators. The speculator is 
the commission firm, because it is putting out the fliers. 

It is true that such firms disassociate themselves from their 
principals and act as agents only, but by and large what gets 
traded through commission firms gets traded because the com
mission firms are touting this particular thing, and I think 
they behave in their selection of commodities very much like 
the professional locals behave. 

Well, you have seen this kind of situation for example where 
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you had a pronounced bias in another market. Merrill Lynch 
put out a pamphlet that may have gone to umpteen-thousands 
of doctors' and lawyers' homes, showing how you could just 
sit back and routinely make money in coffee futures, but even 
then it didn't attract the speculation in the market. 

I come back to this point, really; that the important group 
— the important speculation, I think, for the functioning of 
a market is the development of professional locals, and I think 
this you have got to have. 

Well, the third category, that of trading through commission 
firms is, in my judgment, not so important and not so likely to 
be a major determining factor in a market's performance. 

BAKKEN: Well, if the professional locals are the ones who 
carry the brunt of this, and they're constantly fading out of 
the picture because they lose their shirts, then you have to 
cultivate a new group of them every so often. 

GRAY: The professional locals don't lose their shirts. 
There's good evidence of this also in the Rockwell study. 

I didn't break it down quite this way, but there is good 
evidence of it, and the large speculators in these twenty-five 
commodities do make money, and it's the small trader who 
loses more than the large speculator makes. 

BROWN: I wondered about the role of the retailer and/or 
the manufacturer's willingness to change price in making the 
market, the onions for example; the retailer is perfectly will
ing to let the price go up and down like a yo-yo. He doesn't 
much care. He's got a demand. It's relatively safe. Why 
hedge, if you are not worried about price fluctuations? You 
can pass it on very easily. 

GRAY: Well, I guess I have a somewhat different view of 
how easily retailers can pass it on. It may be that they don't 
have a great concern. But I think there is a pretty intense 
price competition among retail food firms; not that they want 
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it, but I think the consumer forces it on them. And to that ex
tent, they have to be price-conscious in their procurement. 

BROWN: Well, I would agree, but I don't think they are 
in the markets in potatoes and onions; I think they are in 
other areas. 

Now, maybe as the change gets more and more, I think that 
bigger companies are less willing to change prices and you 
might have a reason for hedging. 

If you keep a more uniform price throughout the year, then 
your demand doesn't change. 

GRAY: Of course, I don't think that the immediate goal 
from the internal firm consideration is to keep the more uni
form price necessarily, but to keep the price as low as or lower 
than your competitors, and this could be the real advantage 
of intelligent hedging use in the futures market. 

BROWN: I am still not sure of onions and potatoes because 
of the way they're merchandised as opposed to these others 
which are primarily industrial goods. 

I wondered about this yesterday; I wondered about the role 
of the industrial versus consumer goods. Is there a possibility 
for hedging in soybeans as compared to industrial goods in 
the sense that they are raw material? 

GRAY: Well, I wish that the food chains in general were 
to use the markets more than they do. It would help to con
vince me that they are engaged in a very price-competitive 
area, because I feel that they are, and I think this would be an 
important manifestation of it. 

The only thing to add to that is, of course, some of them 
do use the markets for some of the commodities, and I think 
that company policy tends to vary from one firm to another 
on the basis of partly familiarity, partly prejudice, rather than 
on the basis of the intensity of competition or the desirability 
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of pricing the commodities as competitively as possible. 

M A R T I N : Your comment that the speculator is speculat
ing on a demand price rather than a supply, really, is speculat
ing on that price, he has to have demand in mind, does he not? 

GRAY: Yes. 

M A R T I N : And don't we have more information on sup
ply, perhaps? I believe your comment was brought out today 
that we got good reports on supply side, so it seems to me that 
we are speculating on the demand, where there is going to be 
— where it's going to intersect this supply for a given time. 

GRAY: Well, look at the annual crops. I think there is 
no escaping the fact that the major price determinants are on 
the supply side. From year to year, there are trends in de
mands. They are pretty steady and regular. There are few 
surprises on the demand side. 

Now, for certain markets or for certain — say, U.S. com
modities, where there is an export demand, sure, then you 
have to take that into account; with your loan program, the 
government is a demand factor essentially for crops that are 
affected by the loan, and there are surprises that can be taken 
into account. If you go back to the pre-loan program days, 
and look at cotton and grain which had big futures markets, 
and they were free markets, I am pretty sure that the most 
important factor that the successful speculators watch is the 
supply. 

U H R I G : How would you predict the supply of beef when 
you can market cattle at a thousand pounds and also 1300 
pounds? It would make a tremendous difference in the quanti
ty and the supply of beef available six months from now, or 
a year from now. 

GRAY: Well, it's certainly interesting that you've got plen
ty of information from the supply side and the possibility of 
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surprise there; a little bit different from those that are pre
dominantly weather or loan program influences. 

I think the important consideration is that speculators can 
look at this problem and feel that they have access to as much 
information as the market has, generally, so it is a fair game, 
and it is a game. 

Tha t is to say, it is a situation in which surprises can occur, 
and everybody has access to essentially the same information 
and can work out the same system. 

U H R I G : On this same line, at the present stage of the cat
tle cycle, what would you predict for the success and failure 
in the future as we go out of the period of liquidation? 

GRAY: Tha t is what futures markets are for, really: T o 
allow prices to go up and down. And I would look at the is
sues the other way around. I think the market can have an 
effect on the cattle cycle, if the market expands to anything 
like representative use throughout the trade. 

U H R I G : During a period of generally rising prices, the 
number of hedgers is going to decline. They will be a little 
more willing to carry their own risk. 

GRAY: No, I don't think that follows. It hasn't been true 
of cotton and grain; that price levels have any particular in
fluence on the disposition to hedge by hedging firms. 

The question is whether it is the right price or not, really. 
Everybody can agree that maybe the price is going to rise, 
but not everybody agrees by how much. 
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REGULATION AND SUPERVISION OF 
FUTURES TRADING 

by Bernard P. Carey 
Chairman of the Board, Chicago Board of Trade 

I . T is my pleasure to be here 
today to speak to your distinguished group on a subject of very 
real importance: regulation and supervision of the futures 
market. 

If we may look for a moment at the historical relationship 
between the United States Government and the Chicago Board 
of Trade, we gain a real insight into regulation in this field. 
Of equal interest, we can see how public attitudes have 
changed over the years and how the Board itself has matured 
and developed as a responsible public service institution. 

Today the Chicago Board of Trade is the largest and most 
important commodities exchange in the world. It is the world's 
largest cash market for such crops as corn and soybeans; it 
handles 90 per cent of the world's grain futures trading. In 
fiscal 1964, the value of commodities traded at the Board ex
ceeded 50 billion dollars, an amount equal to about half our 
national budget and an amount larger than that appropriated 
by Congress for the same year for the U.S. Army, Navy and 
Air Force. 

The Board is recognized today as an integral part of our 
economy, not just because of the volume of trading done on the 
floor, but because of the essential services which it provides to 
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farmers, exporters — indeed, to all of American agriculture. 
These services are directly related to the Board's development 
as a self-regulating institution under limited government su
pervision. They are also a reminder of the responsibility the 
Exchange bears when it speaks of serving the public interest. 

As we look at regulation and supervision, it might be well 
to examine the people and organizations that constitute this 
market. As you know, cash or spot trading involves the pur
chase or sale of commodities, usually for immediate delivery. 
More important is the designation of specific times and quali
ties tailored to the particular needs of the buyer. Among the 
Exchange members in cash grain trading are those represent
ing country grain elevator operators, farmer cooperatives, 
terminal and subterminal warehousemen, transportation in
terests, bankers and grain processors. 

Most of our trading, of course, is in the highly impersonal 
futures contracts. Approximate delivery time and location 
and quality of delivered commodities are known within limits 
specified by the futures Exchange. This type of trading in
volves many of the people already mentioned, but also in
troduces the floor trader, including pit brokers, and commis
sion houses as representatives of outside commercial interests 
and speculators. 

Regulation, as grain standards, for example, and service, 
such as grain inspection and market news dissemination, are 
among the valuable government contributions to both markets. 

This recapitulation serves another purpose, however: that 
of refreshing your memory as to the wide span of interests 
represented in the membership. Those who are elected of
ficers, serving this association, and those who do the commit
tee work, as well as our professional staff members, must do 
their utmost to work for the best interests of all. And it must 
be done within the framework of general public interest. 
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Generally, the Exchange will manifest itself to the public 
in one of three ways: 

First, the continuous futures trading, coupled with press, 
radio and ticker coverage provides basic information on the 
course of commodity prices. This information is invaluable 
to the farmer. It tells him the value of his crop and guides 
his most important decisions. It also guides the processor, the 
dealer and the exporter in their decisions on inventory and 
pricing. 

Second, futures trading provides farmers, processors, and 
dealers with a continuous, year-round market for all agricul
tural products, whether in storage, growing, or not yet planted. 
It makes possible the rapid turnover and distribution of com
modities, and in doing so it helps to stabilize prices. 

Third, futures trading permits those who deal in commodi
ties to "hedge", or insure against changes in commodity prices. 
The grain elevator operator, for example, must make a cash 
market commitment at today's price. The futures market 
enables him to take an opposite position in futures for the 
same commodity. Thus, any loss he might suffer on one con
tract will be largely offset by his profit on the other. Since 
prices in the futures market tend to correspond to the course 
of cash commodity price movements, the result is a cheap and 
practical form of price insurance for those who bear the risks 
of producing, storing, processing and marketing grain. 

The futures market, then, fulfills three vital functions in 
American agriculture: (1) it provides essential price informa
tion; (2) it provides a liquid, year-round market in all com
modities; (3) it provides hedging facilities for farmers, dealers, 
processors, exporters and others who bear the risks of agri
cultural production and marketing. 

We may note that the professional trader in futures con
tracts, the speculator, is an indispensable man in this complex 
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system. If there were no speculators to accept the offers of 
hedgers wishing to buy or sell futures contracts, hedging would 
become difficult, if not impossible. If there were no specu
lators engaged in the rapid buying and selling of futures con
tracts, the market would lose liquidity, and its thinness would 
encourage excessive price fluctuations. Actually, if there were 
no speculators, there would be no futures market, and I can 
think of no system that would perform the marketing task 
with equal efficiency. The need for speculation is frequently 
not understood by those not intimately associated with this 
market, and this is one reason we so zealously guard our rights 
to self regulation. 

With all this in mind, let me take you back to the year 1890 
when Congressman Butterworth of Ohio introduced a bill 
placing a prohibitive tax upon dealers in futures, and Repre
sentative Funston of Kansas described the futures market as 
follows: 

"Those who deal in 'options' and 'futures' con
tracts, which is mere gambling, no matter by what 
less offensive name such transactions may be desig
nated, neither add to the supply nor increase the de
mand for consumption, nor do they accomplish any 
useful purpose by their calling; but on the contrary, 
they speculate in fictitious products. The wheat they 
buy and sell is known as 'wind wheat' and doubtless 
for the reason that it is invisible, intangible, and felt 
or realized only in the terrible force it exerts in de
stroying the farming industry of the country." 

Two years later, on the floor of the Senate, Senator Wash
burn stated: 

"As near as I can learn, and from the best informa
tion I have been able to obtain on the Chicago Board 
of Trade, at least 95% of the sales of that Board are 
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of this fictitious character, where no property is act
ually owned, no property sold or delivered, or expect
ed to be delivered but simply wagers or bets as to 
what that property may be worth at a designated time 
in the future . . . Wheat and cotton have become as 
much gambling tools as chips on the faro bank table. 
The property of the wheat grower and cotton grower 
is treated as though it were a 'stake' put on the gam
bling table at Monte Carlo. The producer of wheat 
is compelled to see the stocks in his barn dealt with 
like the peas of a thimble-rigger, or the cards of a 
three-card-monte man. Between the grain-producer 
and the loaf-eater, there has stepped in a 'parasite' 
between them robbing them both". 

These speeches by members of Congress show how a large 
part of the American public felt about the Board in the days 
before its essential functions were understood. The Board 
was pictured as a gambling den made up entirely of specu
lators. The speculator was regarded as a mere parasite who 
siphoned off into his own pocket profits or savings which 
should rightfully have gone to the farmer or the consumer. 

I might add that there are those today who hold nearly the 
same view so prevalent in those "good old days." There is 
still work to do. 

This view led to repeated attempts by the Illinois legisla
ture and by the Congress of the United States to abolish fu
tures trading altogether. For example, in 1867 an Illinois Act 
provided that the parties to future contracts, which were 
called "gambling" contracts, should be fined $1000 and im
prisoned for a period of up to one year in the Cook County 
Jail. Seven members of the Board were actually arrested 
under this Act, and an historian tells us that "The members 
in a body escorted the prisoners to hacks . . . and they were 
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drawn off (by the police) while the members cheered." 
This particular Act was repealed the very next year, but 

in the course of the next fifty years literally hundreds of bills 
banning all trading in futures were introduced in Congress. 
We might ask, "Why?" 

In part, as I have already said, economic misconceptions 
were at the root of the anti-Board agitation. Futures trading 
seemed to many to be a game in which fortunes were made 
on "fictitious" purchases and sales. Moreover, it appeared 
to some to be a form of "gambling" and therefore sinful. 

Then again, there were those who believed that the law of 
supply and demand did not work out as well in agriculture 
as it was supposed to elsewhere. There were droughts and 
natural disasters, as well as economic depressions in the 1870's, 
the early 1920's and, of course, the '30's, which led farmers 
and the general public both to seek a scapegoat. The Board 
of Trade has always been a convenient scapegoat in times of 
falling farm prices. 

In addition, we must recognize that there were some abuses 
connected with futures trading. The public was familiar with 
those few dramatic incidents in which speculators attempted 
to corner the markets in various commodities. This kind of 
attempted market manipulation by a few men was not only 
dangerous in itself — it prevented the public from under
standing the importance of the real day-to-day business of the 
Board. 

Recognizing these dangers, the leadership of the Board in
troduced rules and regulations against attempted corners and 
other manipulative devices as early as the 1860's. As the 
necessity for self-regulation became better understood, the 
Board cleaned house in other ways as well — for example, by 
cracking down on bucket shops and the bucketing of orders 
by members, by imposing margin requirements on trade in 
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specific commodities, and by opposing the trade in "puts" 
and "calls". 

As a result, the public and the Federal Government began 
to realize that abuses could be eliminated without impairing 
the independence of the Board or the functions of the market. 
In 1908, President Theodore Roosevelt in a special message 
to the 60th Congress, spoke out against attempted corners, 
but without suggesting any radical changes in the organization 
of the market. 

Progress continued. In the early 1920's, the Board estab
lished a Business Conduct Committee to supervise the activi
ties of individual members and to work with the Department 
of Agriculture in providing an orderly market. As a result 
of the growing cooperation between the Board and the Gov
ernment, a bill to abolish futures trading which was intro
duced in the Senate was opposed by two Secretaries of Agri
culture. They urged that no legislation which interfered with 
the hedging function performed by the futures market should 
be considered. 

Obviously, both the Board and the Government had come a 
long way. The degree of mutual understanding which they 
had achieved was reflected in the first Federal Statute regu
lating the futures market — The Grain Futures Act of 1922, 
and in its successor, the Commodity Exchange Act of 1936, 
which is still the chief statute regulating the futures market. 
This legislation did not attempt to abolish trading in futures 
either in whole or in part. On the contrary, it was carefully 
aimed at certain specific abuses. As President Roosevelt said 
in 1934: 

"The exchanges in many parts of the country, 
which deal in securities and commodities conduct, of 
course, a national business because their customers 
live in every part of the country. The managers of 
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these exchanges have, it is true, often taken steps to 
correct certain obvious abuses. We must be certain 
that abuses are eliminated, and to this end a broad 
policy of national regulation is required". 

The Commodity Exchange Act, as amended, seems in his
torical perspective to be one of the wiser regulatory statutes 
enacted by the Federal Government. The Act limits futures 
trading to established "contract markets" such as the Board 
of Trade, and establishes a Commodity Exchange Commission 
including the Secretary of Agriculture, Secretary of Com
merce and the Attorney General. The Commission is given 
authority to collect detailed information on the day-to-day 
operation of the exchanges and to fix limits on the amount 
of trading done under contracts of sale for particular com
modities. Hedging transactions, however, are specifically 
exempted from the operation of these provisions. 

The Act prohibits contracts designed to defraud or mis
lead and outlaws certain other deceptive or dangerous prac
tices. It provides for registration of commission merchants 
and brokers and allows the Secretary of Agriculture to in
spect the books of contract markets and other documents 
related to trading in futures. In short, although it establishes 
a form of Federal supervision over the exchanges, the Com
modity Exchange Act does not seek to transfer any of their 
essential functions to the Government. On the contrary, it 
preserves the Board as an essentially self-regulating body. 

This is our present situation. Margins today are fixed by 
the Board, as they should be. Margin changes may have to 
be effected quickly due to the volatile nature of the business. 
Our own Board meetings can be called upon very short notice 
with changes to be effective upon the opening of the next day's 
trade, so interference with marketing functions is held to a 
minimum. 

[146] 

©1966 Mimir Publishers, Inc.



REGULATION AND SUPERVISION OF TRADING 

Changes are made by experts representing many facets of 
the business. Thei r primary interest is efficient market func
tioning, inextricably tied to the public interest. 

An elaborate set of rules and regulations under jurisdiction 
of the Board, augmented by constant surveillance of the Busi
ness Conduct Committee, imposes restrictions on the mem
bers that are more severe than those imposed by the Com
modity Exchange Act. Self-regulation, under limited govern
ment supervision, is a reality. 

A most interesting recent example of the present relation
ship of the Board of Trade to the Federal Government is 
found in the events surrounding the so-called DeAngelis af
fair, with which many of you may be familiar. 

T o tell the whole story in detail would take much too 
long, so let me get right to the essentials. On November 19, 
1963, a firm called the Allied Crude Vegetable Oil Refining 
Corporation went bankrupt, causing extensive losses to cer
tain brokers, banks and commodity dealers. 

At first, some cries for further regulation of the commodity 
exchanges were heard. This died down, however, when it 
became apparent that the case involved basically the use of 
fraudulent warehouse receipts. These had been issued by ware
houses that were neither supervised by any regulated com
modity exchange nor licensed by the federal government. 
Rigid supervision by such competent authority could help 
prevent recurrence of this type of fraud. 

In my own opinion, the Chicago Board of Trade should be 
congratulated, not criticized, for its role in this case. We feel 
the effectiveness of its regulations and of the broad, steady 
market it provides was demonstrated on November 20, 1963, 
when we were able to liquidate 7,000 soybean oil futures con
tracts within 20 minutes. And soybean oil futures prices 
ended on the upside for the day. 
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Parenthetically, I should note that in the year of our best 
soybean oil trade, we averaged about 2,000 contracts per day. 
And I might mention that one contract is for 60,000 pounds 
of oil, worth approximately 7l/<> cents a pound on that Novem
ber 20. You're free to compute the amount of capital brought 
to bear on a major problem in that 20 minute period. 

Despite the fact that our policies then in effect resulted in 
no losses to any commodity customer on this Exchange, other 
than through normal market action, we felt a review was in 
order. Within the few months after this situation, these steps 
were taken to help prevent a recurrence: 

1. Daily price trading limits for crude soybean oil, cotton
seed oil and soybean meal were amended. 

2. Position limits were imposed for the same three com
modities. 

3. Rules of the Exchange were amended to require a mem
ber of the Association to register a membership for a firm 
within which he is a partner, officer, director or substantial 
stockholder unless a membership has been registered for the 
firm. 

While officers of the Allied Crude Vegetable Oil and Re
fining Company were Exchange members as individuals, the 
firm had never been registered. Consequently, we had no 
jurisdiction over this non-member corporation and no author
ity to require it to submit financial information. 

4. Rules were amended to provide that a member firm be 
required to arrange immediately for a transfer of open posi
tions to another firm designated by the customer when finan
cial difficulties arise that make it impossible for a firm to 
carry on business. 

5. Rules were amended to provide the Business Conduct 
Committee with additional jurisdiction over finances of a 
clearing member and his non-clearing member customers. 
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6. A regulation was adopted to prohibit futures commission 
merchants from accepting warehouse receipts owned by a 
customer as collateral, unless the receipts were eligible for 
delivery at a contract market. 

In addition, increases were made in bonding requirements 
for soybean meal shippers regular for delivery on futures con
tracts. Soybean oil receipts and soybean meal certificates were 
redesigned, and registration procedures were tightened. 

Today the Federal Government recognizes the vital role 
of the futures market in our economy, and seeks to maintain 
supervisory authority over self-regulation of the market to 
insure the protection of the public interest. Similarly, the 
public, enlightened by men and women such as yourselves, 
has come to realize that the futures market functions in the 
public interest and that futures trading is an essential part 
of the complex mechanism which is the free commodities 
market. 

Just as public opinion has matured over the past century, 
so has the Board of Trade recognized its responsibility to the 
people as a whole to provide the valuable services of a com
modities exchange while guarding against manipulation and 
fraud. We shall continue to recognize these responsibilities in 
the future by providing even stronger leadership to the Board, 
and even more well-defined supervision over the activities 
of its members. 

As you know, I am now serving my third term as Chairman 
of the Board of this Exchange. The closing thought in my 
address to our membership at the annual meeting in January 
might make a fitting close today: 

"There are those who mistakenly consider freedom to be 
synonymous with license. I am not one, as I view freedom 
as being directly tied to responsibility. I feel the more respons
ibility that is self imposed, the less the restraint that will have 
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to be imposed by outside forces. Therefore, it would appear 
that self-discipline is essential." 

It is my hope that, for now and for the future, the adminis
tration of the Chicago Board of Trade will continue to be 
dedicated to that policy. 

Thank you. 

REGULATION AND SUPERVISION OF FUTURES TRADING 

DISCUSSION 

CHAIRMAN KNOKE: Thank you very much, Mr. Carey 
for this interesting and informative paper. I wonder if your 
busy schedule would permit us to have a few questions. 

CAREY: Certainly. 
KNOKE: One of the questions that we asked all the other 

speakers this morning is something to which you alluded. 
You suggested, I think, that if we have no speculation, we 
will have no futures market. A question that has been asked 
in reverse before is "If we have no hedging, would we have 
a futures market?" Would you care to talk on this? 

CAREY: If we would have no hedging? Well, it is the 
necessity of hedging which brings about the necessity for the 
futures market, and, hence, speculation. T h e price risk exists 
first. Then, the desire to reduce the price risk as much as 
possible, an insurance medium, brings about the existence of, 
or the necessity for, a futures market. 

The necessity for the futures market again entails the ne
cessity for speculators to absorb the risks involved in the work
ing of a futures market. 

BAKKEN: In my paper I pointed out that the Japanese 
had traded for one hundred seventy-two years without hedg
ing, and that the Board of Trade here had also traded from 
1867 to the '80's without hedging. How would you explain 
that phenomenon? 
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CAREY: Well, I guess we didn't have airplanes then either, 
but that wouldn't mean that wouldn't have been a good thing. 
In other words, I think hedging has proved its economic pur
pose, and as long as it is well handled through a regulated ex
change such as this, then, it is helpful to all concerned from 
producer to consumer. 

M U T T I : Do you think position limits have pretty well 
accomplished what they were set out to do in terms of amount 
of trades that one person can consummate in a given day or 
how much total position he can take? 

Would you comment on position limits and whether you 
feel they should actually be different in one commodity from 
another? Should they have any relation to the total amount 
of trading, for example? 

CAREY: Yes, I definitely think position limits should be 
governed by the commodity involved. For instance, in rye, 
our limit is five hundred thousand bushels, but for all other 
kinds of grain, it is two million. The two million limit in soy
beans, for example, has been in existence for about twelve 
years, I think. Twelve years ago, the crop was one-third of 
what it is. 

We have tried repeatedly to get this position limit increased, 
but without success. It just makes sense if the position limit 
was two million with a crop one-third of today's crop, the 
necessity to provide more flexibility to the speculator has also 
increased along with the size of the crop. 

M U T T I : What kind of arguments and logic do you run 
against, then, when you try to get the limits raised? What 
are the objections you encounter in this case? 

CAREY: I can't understand their logic at all. They think 
that two million is enough for any one person. For instance, 
we are limited to that in our daily volume of trading. That 's 
the last thing we try to get increased. See, we are oftentimes 
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trading a hundred million bushels plus in beans in a day, 
and some of the big spreading type speculators can run out 
their two million bushel limit by ten o'clock. They have to 
quit trading for the day, and I think this robs the market of 
a certain amount of liquidity that should be there. 

PHILLIPS: What supervision does the Board exercise over 
the people that are on the floor actually buying and selling? 

CAREY: We have a Floor Practices Committee that per
tains to the mechanics of trading itself. We also have a Busi
ness Conduct Committee dealing with other aspects of floor 
traders, so, then, I would say, basically, we have two commit
tees that are in charge of the regulation of floor traders. 

M U T T I : Could you distinguish a little bit between what 
type of questions are referred to each of these committees? 

CAREY: For instance, a question which might come to 
the Floor Practices Committee might go something like this, 
"A customer claims that May beans sold at $2.90 at 11:13 a.m. 
on the morning of April twenty-ninth. He had an order to 
buy May beans at $2.9014- This order was unfilled." 

Obviously, it should have been filled if the market sold 
at $2.90, he should have had his beans at $2 .90^ . What to 
do? All right. We refer it to the Floor Practices Committee. 
They, in turn, refer to the record of quotations and the times. 
Then, we get the specific broker involved. 

It may be one of several things. Maybe the broker forgot 
he had the order. Maybe he didn't see it sell at $2.90. He 
didn't know it was $2.9014 offered or several other things of 
that type. 

The Floor Practices Committee decides if the broker was 
at fault and how much the adjustment should be. 

The Business Conduct Committee might handle such things 
as activities in a current future where manipulation is sus
pected. It might call in a certain indivdual or a house to 
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explain just why and for what purpose they are holding some 
cash beans and some futures beans. Depending on the nature 
of the situation, the committee might tell them to do one 
thing or another, but manipuation, for example, is in the 
province of the Business Conduct Committee. The Commit
tee maintains surveillance of financial requirements, too. 

DIETZ: How do you decide who obtains a membership 
and is able to trade on the floor? 

CAREY: Tha t is handled by the Membership Committee. 
They have an investigation and a prospect appears before 
them. They either recommend or don't recommend — they 
bring it up to the Board, and, then, the Board votes on the 
proposal. 

All that is required is that you're twenty-one years old, 
male and have financial and other good character. 

HARDIN: I wonder, what is the penalty for violation of 
these regulations. 

CAREY: It varies. It varies according to the seriousness 
of the particular offense, from reprimand through expulsion. 

W I L T : What type of financial backing would be required 
other than buying the initial membership. 

CAREY: It would depend a lot on what you intended to 
use the membership for. If you are going to be a phone man 
in the employ of a commission house, or if you are going to be 
a cash grain dealer in the employ of a cash grain house, it 
would be considerably less than if you were going to be a 
floor trader, and, this, again, varies with the purpose for 
which you use your membership. 

W I L T : What might be some representative figures, say, 
just taking the most financial backing you would want every
body to put up? 

CAREY: I haven't been on the Membership Committee 
for a number of years, but I think they would require a floor 
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trader to have about ten thousand dollars above and beyond 
the price of membership. 

A R T H U R : What categories of the people we saw down
stairs this morning are bonded, and for how much? 

CAREY: I wouldn't have any statistics on the number who 
are bonded. I presume that all of the large firms bond their 
employees, but, again, that is company policy. It isn't Board 
policy. 

ARTHUR: The Exchange doesn't require there be a 
bonding surety? 

CAREY: In the case of a member who doesn't have the 
financial requirements for membership, for instance, it is 
permitted that two other members guarantee this individual, 
but in the case of the bond, it is an individual company policy, 
and the Board does not speak out on this point. 

EHRICH: Are these position limits to the individual 
trader? Could a company take a position with respect to twelve 
employees on the floor? 

CAREY: The position limit applies only to speculators 
and not to hedging. As a speculator, I have the position limit 
imposed on me. I could not "borrow" from another member 
and double them up. 

GOLDBERG: Getting back to the DeAngelis affair and 
the Business Conduct Committee—I think everybody in the 
room couldn't agree more with you that self regulation is 
better than regulation being imposed by outside forces that 
will hamstring the use of the futures market, but I can imag
ine there must be a conflict of interests at times. It must 
be awfully difficult for a group of men as unbiased as I am 
sure the Business Conduct Committee is. Take the DeAngelis 
affair. Here is a man who is so involved in one major market
ing segment, involved in so many different firms' activities, 
involved in so much commission handling and everything else 
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that goes with a large volume trade activity, that the pressures 
on these people must have been enormous when they have 
to sit in judgment on one of their best customers. 

So, you rose to the occasion — but how do you rise to the 
occasion, how do you meet these types of pressures? 

CAREY: I would just say this: If we can't meet the test, 
then we are not worthy of the privilege and it is going to be 
taken away from us. Up to now, I think it has been proved 
that we were able to meet the situations. 

DIETZ: I seem to feel a distinction between about three 
kinds of memberships that you can have, one to sit on the 
telephone, another to be in the pit, and another one on the 
cash table, is that right? 

CAREY: No. 
DIETZ: Do these people interchange themselves? 
CAREY: We only have one type of membership. You can 

use it for a number of different purposes. 
THORESON: How do you handle a situation such as this 

recent erroneous soybean report from the U.S.D.A.? 
CAREY: We can't. After all, that is in the government 

realm, and we really can't do much about it except protest, 
send them a letter or protest that their procedure certainly 
lacked something. (Laughter) 

DAVIS: This morning Mr. Powers from Hutton & Com
pany said that if a firm had orders, for example, to buy a hun
dred thousand May wheat and orders likewise to sell a hundred 
thousand May wheat, that they couldn't cross them, that this 
is against the rules. 

Now, couldn't they cross them on the Board at — let's say 
the market was $ 1.6534 asked for May and $1.65i/£ bid — 
couldn't they cross them at $1.65%? 

CAREY: No, both trades have to be executed competitively 
in the pit. 
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DAVIS: I see. What is the reasoning here? 
CAREY: Well, I think basically if they are not executed 

competitively in the pit, all the market influences which should 
be present for a true competitive market just aren't going to 
be there. 

This is one thing we and the C.E.A. are very strong about, 
competitive execution of all orders. 

ULLMAN: Suppose that the same broker has a large quan
tity of rye to sell and a large quantity of rye to buy at the 
same time with no activity in the pit. How would that be 
handled? 

CAREY: In some instances, there might be a penalty. I 
mean, you might not be able to execute them at the same price. 
In a broad market, yes. Oftentimes, like the corn market of 
today, you are able to buy and sell a three or four million 
bushels of corn at one price. The rye market of today has a 
thin open interest. You wouldn't be able to complete the 
transaction. 

SCHRUBEN: What I interpret you are saying is that a 
broker must always deal with someone from some other firm. 
He cannot deal with himself or with another man from his 
same firm. 

CAREY: No, he can deal with another man from the same 
firm, but he cannot deal with himself. He is not allowed to 
cross the orders himself. 

DAVIS: If there were two members of that firm on the 
floor, each could take a side and trade with each other? 

CAREY: As long as they did it competitively, yes. 
A R T H U R : How many men actually can trade from one 

membership? A single member? Can he have several traders 
on the floor? 

CAREY: Just himself. 
A R T H U R : If he has one membership, and he is very busy 
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in the soybean market, and he has some orders to fill in corn, 
does he delegate those? 

CAREY: Sure, to a broker who will fill these orders for him. 
A R T H U R : He delegates orders? That could be done in 

your cross-trading, too, could it not? 
DAVIS: If he gives up the order, he has to pay a commis

sion to the other broker. 
CAREY: He has to pay a brokerage fee, yes. He couldn't 

be the principal on both sides to buy and sell at the same 
price. And the trade must be made competitively in the pit. 
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T H E PHILOSOPHY OF THE MARKET PLACE 
AS SEEN FROM A PIT SPECULATOR'S VIEWPOINT 

by Alfred H. Gruetzmacher 
Second Vice Chairman, Chicago Board of Trade; 

Partner, John T . Geldermann & Co. 

I -T seems safe to say that in 
this day and age most people in our country earn a living and 
spend their economic life without benefit of intellectual com
mitment to the free enterprise system. Some years ago I was 
no exception to this rule. I was willing to take the benefits 
from my labors and from the advantages found in this society 
without being completely convinced that the economic system 
we employed was the best system available. It wasn't until 
several years of intimate experience with one of the temples 
of free enterprise, namely, the market place here at the Chi
cago Board of Trade, that an appreciation gradually grew re
garding the full significance of what I was seeing and exper
iencing each working day. 

One of the first impressions gained is the complete im
personal characteristic of the market place. It cares little who 
buys or sells the commodities involved. Market price rewards 
those who are able to foresee the supply and demand poten
tialities, thus, further contributing to the efficiency of distri
bution. This criterion alone in a free market governs its be
havior. The tremendous insight reflected in the language of 
price is instilled in the market action by the best efforts of 
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literally millions of people all seeking to receive their share 
of its rewards. 

In a day when the reach of the human intellect has been 
extended millions of light years and the mathematical equa
tion which governs mass and motion in space is known and is 
being applied by the physical scientist, it is small wonder that 
a renewed effort by the social scientist in understanding and 
controlling his subject matter should be made. However, the 
failure thus far of the social scientist to understand adequately 
man and his processes is an academic fact of life. His problem 
of control is complicated, if not made improbable, by the in
finities of uniqueness of all living things which make total 
understanding perhaps an impossible goal. May I humbly 
submit that all education is history and that the social scientist 
is constantly confronted with the unknown, the unexpected, 
the birth of new ideas and the resulting new technology which 
in its wake solves some problems while creating others. The 
social scientist deals with the leading edge of all life, the human 
intellect. Here evolutionary progress must await unique 
thoughts and new discoveries made best by individuals not 
only enjoying complete personal freedom, but at the same 
time being encouraged by the demands of a dynamic free so
ciety. With this in mind, permit me to proceed with the 
main text of my talk. 

Last summer my wife and I stopped at a roadside stand to 
purchase some sweet corn and the farmer who operated the 
enterprise was trying to sell a group of us some newly harvested 
melons. He gave each of us a sample of his huge cantaloupes 
and one of the prospective customers spoke up and said, "You 
must use considerable fertilizer to get this result." The farmer 
answered quickly, "I use special seeds to harvest such quality 
melons." I thought to myself in a very real sense the world 
divides philosophically and sociologically on the hinge of 

[160] 

©1966 Mimir Publishers, Inc.



PHILOSOPHY OF THE MARKET PLACE 

those two statements. The Marxists and most socialists em
phasizing environment as a creative force and therefore trust
ing systems rather than individuals while those who believe 
in individual liberty and responsibility maintain that the 
genetic code carries creative capacities and that good environ
ment does nothing more than permit the innate creativeness 
and potential ability of individual men to blossom and unfold. 

The free market place is as old, at least, as man's written 
history, and the idea itself evolved with him, because of this 
it seems safe to say the market concept has been tailored to 
his nature as well as to achieving his material needs. I hope 
to point out that its function has helped develop many of 
man's proudest achievements. The first objective thing that 
can be said for a free market is that it is devoid of ideology, 
dogma or fanaticism. It does not attempt to answer the social 
questions or set standards of morality. It is merely a process 
through which individuals can act in order to achieve their 
sincere and honest materialistic goals. The free market, how
ever, should not be confused with a democratic decision. The 
decision of the free market is a weighted decision. Those who 
have the largest stakes oftentimes have the greatest influence 
on price. In a real sense it can be said that all consumers as 
well as all suppliers, potential as well as real, have their in
fluence on the final price decision, but what is significant and 
often forgotten is that the process is an ever sharpening pro
cedure. For those who make poor decisions in the market 
place have a lesser influence in future market decisions, while 
those who make accurate decisions are weighted more heavily, 
because of their success, in future decisions of the market 
place. Thus, ability and talent in the vast world of supply and 
demand are being improved by the evolvement of ever more 
efficient forces which in turn give us ever more efficient 
decisions. 

[161] 

©1966 Mimir Publishers, Inc.



FUTURES TRADING SEMINAR 

It is impossible to discuss the free market without mention
ing the fact that it is the essence of the capitalistic system. In 
the socialist's world considerable criticism of laissez-faire 
capitalism has been made and one of the classic examples of 
its harmful effects is offered in an analysis of the mining in
dustry in 18th Century Britain where women and children 
were being employed in the mines. An objective analysis, 
however, of conditions viewed in context with history and 
particularly the history of the industrial revolution points up 
the fact that the families who worked the mines had no altern
ative. Technology, as we know it today, was merely stirring 
in the imaginations of men and it was a question of either 
working in the mines or starving to death. There were no 
surpluses. Society was powerless to do anything about it at 
that time. It was only after the mine owners in an effort to 
increase profits developed better picks and shovels and ways 
and means of getting the coal to the surface that the men of 
the families involved were able to retire their children and 
eventually their wives from such horrible working conditions. 
In this example, the creative force unleashed by the desire 
for greater profits through greater use and distribution of 
products was underscored. An excellent example of the cre
ative force that price expressed in the market place can have 
in the area of social change can be cited in the developments 
in Virginia prior to the Civil War. At this time it was esti
mated that 1/3 of the slaves held by Virginia landowners had 
been freed prior to the War between the States. We know 
that General Lee had freed his slaves 11 years before the War. 
An analysis of the reasons for this evolutionary development 
in the field of sociology resides in the fact that slavery was 
an extremely expensive institution and that the crude farm 
machinery being introduced at that time made it more eco
nomical over the long pull to free men and hire them back. 
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It is interesting to note that the moralists clamor the loudest 
only when change is possible and usually after it has been 
occurring for some time. It is a little understood fact that 
the revolutionary who harkens the people to his cause is almost 
always a late arrival and almost never creates the fundamental 
change which ensues. 

One final example of the creative changes unleashed 
through the free market function is the history of American 
labor over the past 25 years. Strong national labor unions 
have annually taken credit for labor's gains, completely ig
noring the fact that a rapidly developing technology has made 
it possible for a man to do in some instances five and six times 
as much in an hour as he did 25 years ago. Labor in America 
has been in scarce supply 19 out of the last 25 years, and a 
strong argument can be made that the present wage scale 
minus perhaps some of the fringe benefits would have evolved 
through a free labor market without national labor organiza
tions. The drive for the rewards of the market place on behalf 
of the businesses and industries of our country seems continual
ly to improve and increase the productivity of the worker to 
the benefit of all members of our society. 

The language of the market place is, of course, fluctuat
ing price, and it is in the price fluctuations that the creative 
force of the market is articulated and put into motion. Price 
in the public market place has its origin in the infinity of 
variety projected through unique individuals in a free society 
who make up the forces of supply and demand. It is at this 
level that man's variety of choices are made as he spends the 
product of his labor for his individualistic tastes and desires. 
As one can see, the market place then becomes a continuous 
census of human hopes, fears, desires and materialistic goals 
communicated in freely given rewards for those who will satisfy 
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these ambitions. Only when this is understood can one under
stand and appreciate the superintelligence found in the lan
guage of price in a free market. An example of what I mean 
can be found against the backdrop of the French, British and 
Israeli invasion of Egypt in 1956. As the news broke late in 
the afternoon, after our markets here at the Board had closed, 
there was considerable concern experienced by those who 
were short as to whether or not grain would be offered at the 
legal limits when the markets opened the next day. The ex
pressed concern of commentators and correspondents whose 
business it is to know added to the gravity of the stark news 
bulletin. 

The next morning, before the markets opened, professional 
traders, both here and in New York, were of the opinion that 
wheat would be from 8 to 10^ higher, while corn in all likeli
hood would open up the limit. However, when the bell sound
ed, to the amazement of nearly everyone, wheat opened 
roughly 3̂ f higher and corn opened approximately 2y%$ high
er. It was at this moment that it was clear to most market 
men that World War III had not started and that by some 
unforeseen development this conflict was to terminate within 
the near future. It was approximately another day and a half 
before it became clear what alternatives were being taken in 
order to bring the conflict to a conclusion without prolonging 
the bloodshed. The withdrawal of the British and French 
troops after once being committed in a military campaign 
was unparalleled in history. Yet, apparently the grain markets 
were the first to know of the possibility of this solution. 

A further example of the superior intelligence found in 
market price is offered by the market's reaction to the Cuban 
Crisis. During the 4 or 5 days of direct confrontation between 
the United States and the Soviet Union, and despite the con
siderable tension that the crisis finally developed in what 
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seemed an almost imminent invasion of Cuba by American 
forces, the commodity markets of our country refused to show 
much concern. Wheat prices at the end of the week of the 
crisis during one of its darkest periods were but 21/±$ higher 
for the week and with demand for commodities under war
time conditions oftentimes quadrupled, it was clear that the 
market was telling those who would listen that the crisis would 
pass without breaking the peace. 

The creative influence which markets historically have pro
duced can be seen in the broader field of agricultural govern
ment subsidy, particularly as it has existed in this country for 
the past 35 years. Through the use of literally billions of 
dollars in subsidies the government has artificially stimulated 
agricultural technology to the point where today the productiv
ity of our farms presents a national problem. If all farmers 
produced all they could in any one growing season, our surplus 
problem in the world would, indeed, be devastating. This 
ability to produce, had it evolved through the natural course 
of a free market stimulation, would probably not have made 
its appearance until the late 70's or early 80's when all popu
lation projections indicated it will be needed. When the ways 
and means to produce abundance arrive before they are need
ed, millions and millions of dollars in waste can result. 

In a similar way some labor groups showing an unwilling
ness to compete with the cost of automation are being disfran
chised by it. Yet in many instances the technology which led 
to automation was greatly stimulated by monopolistic labor 
practices designed to secure more wages than an otherwise 
free market would permit. When we no longer take steps to 
compete we often wind up eliminating our livelihood. 

T h e capitalistic economic system with its free markets as the 
basic stimulant for production makes the participating public, 
to a great extent, architects of their own material destiny. 
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This has been one of mankind's milestones to individual free
dom. 

The competitive economic system has worked towards the 
achievement of other of man's idealistic goals — one being re
ligious and racial tolerance. In this field it has made a bet
ter record than most other democratic or social institutions de
dicated to these ends. Many a person has been able to do a 
thriving business in a neighborhood where he would not have 
been a welcomed resident. When we purchase the better 
mouse trap we are seldom concerned about the color or the 
religion of the man who produced it. 

Free competitive markets are the keystones of liberty. It is 
in free markets, whether they relate to thimbles or automobiles, 
that our buying habits shape the production forces which serve 
us and the nation. The new replaces the old by the simple 
equation of which product can be sold profitably. You, the 
buyer, determine what is obsolete and what is not by which 
selection you make and what price you are willing to pay. The 
buyer in any free market is exercising a social function which 
ultimately contributes to the material culture and character 
of a society. Such a society thereby becomes the freely de
scribed product of the people who live in it, shaped to their 
needs, ambitions and tastes by the way they spend their wages 
in the open competitive markets of the land. 

The capitalistic system of economics places its reward em
phasis on performance rather than academic or other qualifi
cations. Participation then becomes the responsibility of all 
of us as we sell our services in the market place. The fact 
that none of us can escape this fate guarantees an ultimate 
integrity to our performance, for the satisfaction of our per
sonal ambitions depends completely on our ability to satisfy 
human need as expressed through our many public markets. 

One must believe in this system if the yardstick of a good 
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society remains one which permits its people to create their 
own way of life. 

THE PHILOSOPHY OF THE MARKET PLACE 
AS SEEN FROM A PIT SPECULATOR'S VIEWPOINT 

DISCUSSION 

CHAIRMAN KNOKE: Mr. Gruetzmacher agreed to abide 
by the rules of the free market and allow you to argue with 
him, if you have such arguments. 

Are there any questions or comments? 
HARDIN: You said that the stimulation by government of 

agricultural technology led to the development of surpluses. 
How does this apply to the surplus in wheat which occurred 
in the latter part of the '20's and early part of the '30's? What 
was governmental stimulation at that point? 

GRUETZMACHER: Well, the important difference be
tween the period that you mentioned and the period that I was 
referring to is that wheat was sold during the '20's to commer
cial people. In other words, the wheat was in the hands of 
those who were ready and willing to distribute it, and the de
clining price of wheat in the '20's, the fact that wheat refused 
to rally significantly, was an effort of the free market to tailor 
and price its own supply and demand situation, and I think 
that the one great difference between the two periods was 
that price was permitted to go to a level where consumption 
was more likely to occur than at this time with the government 
handling the inventories. 

HARDIN: Didn't the stimulation of World War I, the 
breaking up of the vast prairie into the planting of wheat 
lead to that surplus? 

GRUETZMACHER: That 's right, but don't you think that 
the market recognized the seriousness of that situation, and 
the final outcome of World War I was not quite as clear at 
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the time they were plowing up the fields as it is now. I think 
that what you witnessed there was an effort on the part of 
farmers and everyone concerned in agriculture to estimate 
how serious the situation was going to be and to make cer
tain that the marketplace was satisfied, so, although, the after
math of it had some rather severe corrections, I do believe the 
chief cause was that the motive became overworked because 
of the war uncertainties. 

GOLDBERG: Assuming that we are able to get back to 
a free market economy in wheat in this country, and reduce 
our stocks, what about the price support programs around the 
world that we have to compete against? How do we live in that 
environment? 

GRUETZMACHER: Well, Professor Goldberg, let me say 
that I believe that the free market principle is an ideal. I 
don't think we have ever seen a completely free market in 
the history of the world. For centuries individuals attempted 
to manipulate for their own benefit. Today governments are 
attempting to manipulate our markets. 

The ideal that we fight for is, I believe, manifested in a 
market oriented society, where the people become the archi
tects of their own destiny. 

I would be the last man in the world to say we should drop 
controls at this time, but what I do approve of in at least 
the immediate past — since the Kennedy administration — 
is the fact that we are reducing surpluses. I believe we can't 
have a free market until we do reduce surpluses in the hands 
of government to the point where the market can function 
freely once again. 

I think in corn, now, we are seeing, perhaps the eclipse of 
government control. I believe the corn market could very 
easily now become the freest market, other than the bean mar
ket over the last ten years. 
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I don't know whether that is an answer to your question, 
but its a point I want to make. I think I mentioned that I cer
tainly don't think we could go to free markets from this prob
lem situation we have now, and I do believe in some restric
tions. In other words, we get out of the problem the way we 
got into it, with a certain amount of control. A point I would 
like to make is that in government planning, you have an 
example of failure in the use of reason in the field of social 
science. 

In the physical sciences, we can use reason effectively be
cause, quite frankly, everything holds still for us. But in the 
social sciences, I think you will agree that reason doesn't bring 
about the proper results too often, and, so, we must find a 
pragmatic method in which to progress. I suggest quite hum
bly that the marketplace has and is offering this type of 
method. I believe that a free enterprise system in America 
has confounded all of us with its productivity. I can hardly 
believe some of the accomplishments I see in spite of my en
thusiasm for the system. 

I think General Motors, the first three months, they made 
what? Four hundred some odd million dollars? I glanced at 
the figure roughly this morning. T o think that this corpora
tion could produce that much and sell it, which means that 
people are consuming it, which means that people's standards 
of living are being lifted. This is the thing. Unless production 
gets consumed, it is not lifting anyone's standard of living, 
and, so, I am always interested in consumption, and I think 
that the marketplace makes certain that maximum consump
tion is available at all times, and is brought into the picture 
at all times. 

ANDERSON: I was interested in your observation about 
labor unions and their negotiations with business firms. I am 
wondering if the individual negotiating, say, for wages with 
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firms such as the one that you just mentioned, General Motors, 
would fall into your thinking as being the free market judg
ment of what wage rates should prevail. 

GRUETMACHER: Well, I think I am not an anti-labor 
man, not in any sense of the word. I consider myself a liberal. 
Not all of my friends agree. (Laughter) I don't think Roger 
Gray agrees either, but I do consider myself a liberal, and I 
am certainly not opposed to labor unions per se, but what 
I am attempting to do here in this little statement is to include 
a clearer line of delineation between the labor unions that 
are using scarcity by restricting membership and, therefore, 
going to the bargaining table with something that does not 
represent the true picture, versus labor unions that, perhaps, 
have a surplus of members or have members in balance. 

I think that from what I see collective bargaining has been 
successful. I would find very few examples that I could point 
to where this factor wasn't working as well as you can expect, 
but I do believe we shouldn't lose sight of what created this 
higher standard of living, what were the things, the threads, 
that ran through it. It is this ability to have people compete 
to satisfy demands even though they may not have academic 
qualifications — I like the idea that we get paid for our per
formance, for I believe this keeps us all honest for the public 
may make decisions in the marketplace which we don't ap
prove. 

I think of those Beatle wigs that were sold at the airport, 
twelve thousand, when the Beatles came in. Now, I thought, 
"There is a real enterprising thing," and they couldn't have 
got a quarter from me for a deal like that, but somebody had 
courage enough to put them on the market. Sure enough, they 
sold twelve thousand wigs. 

We can criticize that whole procedure as just so much waste, 
but I suggest that people should have the right to enjoy life 
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as they see it. Take what occurred there and what occurs in 
the record industry where we hear some of these horrible 
sounding records that sell a million and one-half, I wouldn't 
stop that under any circumstances. 

I think if we start restricting people from doing what they 
believe is right with their own money which is a product of 
their own labors, then, we create a society which may reflect 
our interests, but, maybe, doesn't reflect the interests of the 
great mass of the people who I believe have just as much right 
to their way of life as we have to ours. 

The nice thing about America is the fact that if you want 
to go to the opera, you go to the opera. But there isn't a cul
tural level that you can't find, and participate in. Facilities are 
already available, whether its a ballgame, or the opera or the 
Art Institute, or other civic projects, and they exist because 
there is a market demand for them. 

GRAY: Not a philosophical dispute, but a technical ques
tion — you say that you think the corn market is on the verge 
of becoming a free market, but I take it you would need to 
qualify that with the requirement that the acreage diversion 
payments would have to continue, wouldn't you Al? You 
don't mean a free market in the sense of allowing farmers to 
produce all the corn they can. 

GRUETZMACHER: There are two things. First of all, 
wheat, I believe, is hanging over the corn market. In a sense, 
this is not really an arbitrary invasion of the corn market's 
particular problem field, but I would say that diversion pay
ments have made it possible for us to get the corn market to 
the point that when the government sells, it doesn't fall apart 
pricewise. I think we are all aware of the remarkable amount 
of liquidation that has taken place in the corn market with
out radically influencing the price. It is in merely taking this 
pulse that I say that, when the people who are trying to manip-
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ulate it are unable to, you are getting very close to the birth 
of freedom. 

I think a free market involves the absence of manipulation 
or the impossibility of manipulation. 

Now, agreed that if they didn't make these payments, any 
price advance would bring a great amount of production, and 
we would get back into the same problem we were in before. 
I have to agree with you. I say that this level of technology 
which we have unfortunately forced, if it had been born 
through the free market, would have been born fifteen years 
up ahead when we would have needed it. So we have created 
a monster, and now we must feed it and live with it and re
strict it, and we must make more reasonable judgments, but 
unfortunately this has been the procedure which has gotten 
us into trouble for thirty-five years. 

All of these people have been very sound, reasonable peo
ple, and I am not a man to criticize his government bureau
crats. I don't believe in doing this because I believe they are 
doing their very best. I am quite certain I couldn't do any 
better than they have, but what I am saying is that they are 
trying to do something they can't possibly succeed in doing, 
something that can be done better through a free marketing 
institution, through a free marketing system. That 's the only 
point I want to make. 

N O R T H : Do you foresee, then, if we maintain a stagnant 
government policy or government program in grains that this 
could eventually result in what you term a "free market" in 
which case the present price support programs stay where they 
are? We have inflation, better opportunities in other fields, 
and this might lead to a price level and a production level 
which is different from that now existing under the control 
program. 

GRUETZMACHER: Yes, sir. I see that particularly if we 
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have peace in the world. I can see demand that will use up 
our technological ability that is just up ahead, providing we 
can have peace. With the population explosion continuing, 
it won't be too long before our problem will no longer be one 
of surpluses. I believe that within the next fifteen years, there 
is a good chance we won't be discussing surpluses and how to 
curb production, we will be, perhaps, discussing how to im
prove it and increase it. 

So, I would say in answer to your question, I believe very 
sincerely that we will move toward a free market, providing 
we appreciate what we have in freedom. I am not convinced 
that we all are able to appreciate fully the significance of cap
italism in a free society, but if we can keep this great system, 
I do believe that we will solve most of our problems and we will 
eventually go back to relying on the creativity of the free mar
ket. I believe this very sincerely. 

If I didn't, I certainly wouldn't encourage any young man 
to become a member of the Chicago Board of Trade. 

ANDERSON: I just wanted to get clarification on the 
meaning of your statement with regard to technological de
velopment in agriculture. I am wondering if this is stimulated 
primarily by pricing forces within agriculture, or if most of 
the technological development that has been applied to agri
culture has been stimulated from non-pricing forces in agri
culture. I am thinking here of technological developments, for 
example, in federal and state-supported institutions such as 
most of us are employees of, which I think are not extremely 
price responsive within the agricultural sector, and I am also 
thinking of the adoption of industrial or technologies devel
oped in the industrial sector, again I think, somewhat removed 
from pricing movements within agriculture per se, and I am 
wondering what your reaction to this is. 

GRUETZMACHER: Well, I think that if you spend five 
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billion dollars in a year to handle the marketing directly or 
indirectly, you are putting your thumb on the scale. You 
are manipulating, and when the government spends it, wheth
er they spend it in direct subsidies or whether they spend it 
to improve technology, or whether they spend it for the land 
grant colleges, or whatever they spend it for, anything that 
tends to increase the ability to capture production from an 
acre of land is having its influence. 

Now, government spending indirectly with high price sup
ports as we had some years ago created an artificial market 
for grain that wasn't needed, and this artificial market, I 
think, had its influence in improving technology because the 
farmer said, "Gee whiz, really, I am not too concerned whether 
the government buys it or the consumer. I just want to make 
money" so I think he went ahead and asked for better ferti
lizer, asked for better seed. There was a market in other words 
for an increase in the technology and so in this respect, I do 
believe that high price supports had the same effect as higher 
market prices from any other cause. 

ANDERSON: I think what I am suggesting — I am sensing 
that you don't agree with this — that price support levels may 
very well have, in fact, attracted excessive resources to the agri
culture sector. 

GRUETZMACHER: I think I agree with that a hundred 
per cent. 

ANDERSON: I am wondering if the stimulation of tech
nology is as a result of this. 

GRUETZMACHER: I think that the technology in the 
fertilizer industry, the hybrid seed industry and others were 
encouraged to come in because there was a market for increas
ing the production per acre. 

The minute you restrict acreage, there is a terrific market 
— I hate the word "terrific" — but there is a terrific market for 
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anything that will permit me to grow more on that restricted 
acreage. In this sense, I believe, that the technology was in
fluenced by all of these billions of dollars that were spent, 
and if this scientific reservoir had been moved into other 
fields where, perhaps, it would have been more needed, it 
could be that we would have things today we don't have, while 
we do have things we don't need. You get balance through a 
market-oriented society. You don't get balance through bu
reaucratic control because no matter how hard we try, we can't 
develop efficient answers when we are using reason with in
complete facts. At least, I don't think we can. 
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MERCHANDISING AND INVENTORY 
MANAGEMENT OF COMMODITIES: 

CARRYING CHARGES AND BASIS 

by Raleigh B. Wilson 
Continental Grain Company 

Director, Chicago Board of Trade 

J J E V E R A L months ago when 
I was asked to prepare a program related to the cash activity 
of the grain industry, I accepted, considering it an honor to be 
asked to make this presentation. As I thought about this pro
gram, I felt that I had taken on a real task, but after further 
thought and consideration, I started thinking about the opera
tions in cash grain and realized that they are so much a mat
ter of daily business routine to those of us involved, that it is 
a good thing to sit back and try to put into words a presenta
tion that will explain the relation of the terminal elevator 
operator to the futures market. 

Up to this point in the seminar you have been concerned 
with the mechanics of the activities and operations of the fu
tures market. Now we will introduce the relation of the fu
tures market to cash grain operations, as it relates to carrying 
charges and cash basis. 

In grain merchandising, every terminal and subterminal 
market throughout the country, as well as the local country 
elevators, is concerned with carrying charges and basis in its 
cash grain operations, with location and transportation the 
important factor to be considered. 
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It should be pointed out that the terminal elevator operator 
has a place and purpose in the structure of commodity mar
kets. He serves as the warehouseman for crops that move to 
market in volume during a short period of time once or twice 
a year, to be resold for consumption during the next twelve 
months. The producer, with the increase of mechanization 
on the farm and increased yields due to scientific farming im
provements, moves an ever greater volume in a shorter period 
of time. He sells that portion of his crop which he intends to, 
obtains payment for his grain, and thus relieves himself of 
the problems of storage, conditioning, insurance, and financ
ing. 

These factors are now passed on to the terminal ware
houseman. At the time of purchase the terminal operator has 
a general idea of his outlets for the grain, when sales can be 
made, and approximate sales value. It is the desire of the 
terminal operator to be able to buy and accumulate his in
ventory at a price in relation to the futures that will com
pensate him for his expense of carrying the grain as well as 
the drying, cleaning, and turning that might be necessary to 
keep his inventory in condition. It is therefore obvious that 
the elevator operator must have an effective means of mini
mizing his risk from wide price fluctuations, and obtain car
rying charges and merchandising margins for the length of 
time he has the grain in his elevator. 

In the most simple illustration of hedging, it is shown how 
grain is bought and hedged in the current future, and then 
resold and the current hedge lifted. This does occur on a cer
tain portion of the elevator volume that is handled on a "turn
over" operation. When grain is purchased, the first problem 
of the elevator operator is to decide where hedges will be 
placed against inventory accumulation. There are available 
to the warehouseman four or five future delivery months for 
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hedging purposes. It becomes a matter of market judgement 
where to place the hedge. So at this point the elevator operator 
has to look at the "carrying charge" presented to him by the 
various delivery months and decide if the difference shown 
is as wide as can be expected, or whether it is best to hedge 
in the current future, and wait for a more opportune time to 
move his hedge to a deferred future. 

Before taking up carrying charges in detail, I would like to 
present an illustration of price relationship of corn in an at
tempt to show you how the "basis," that is the premium or 
discount of grain relative to a futures contract at a given point 
is determined. (See Figure VI page 180) 

This illustration on the price relationship of corn values at 
interior and export points in the United States compared to 
CIF1 values at the United Kingdom and Rotterdam was pre
pared by Mr. Ted Rice of our New York office. I feel this 
sketch is helpful in pointing out how values at various in
terior points in the United States relate to the world values, 
and it will also give you a picture of the cash value compared 
with Chicago futures prices. This relationship of cash price 
to a futures, or "basis" is the operating fundamental of a cash 
grain warehouseman. 

For purposes of simplicity of calculation some of the values 
in the example are slightly different from actual. It must be 
remembered that ocean freight rates, including the differen
tial between Gulf and St. Lawrence, change constantly. The 
interior prices shown are to the elevator loaded on barge, or 
freight car, as the case may be, and not the price paid to the 
producer. Elevator margins vary according to location and 
time of year. T h e purpose of the illustration is to point out 
a logical range of values relative to Chicago at a number of 
points. 

' C I F means "cost, insurance, and freight". 
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Figure V I 

THEORETICAL PRICE SURFACE FOR CORN 

On Barge 
Minneapolis $1.25 

Delivered 
Toledo 
SI.3I 

CIF 
United Kingdom 

SI. 56 

Rotterdam 
SI.55 

Delivered New Orleans SI.38 
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Using the Chicago May corn future at $1.29, our bid to the 
country elevators for delivery by truck to our Lockport eleva
tor would be a basis of 4 under May, or $1.25 (allowing 2# 
for elevation) which from the illustration would equal $1.29 
Chicago or May price delivered Chicago. We would also be 
bidding the same $1.29 or May price delivered Chicago for 
rail grain from other origins. The truck bid is usually under 
rail because of the value of billing for transit purposes. 

Let's look at this same illustration and go back to harvest 
last fall when Chicago December corn was $1.23 and May was 
$1.29 or a carrying charge of six cents was "showing on the 
board", and use Minneapolis corn for purposes of illustration. 
Navigation of the upper Mississippi River closes in early 
December and does not open again until late March or early 
April. Let's assume the buying basis delivered our Minne
apolis river elevator during harvest was 9 cents under Decem
ber, or $1.14. The elevator operator can place a hedge in 
the December corn at that time or can look at the May future 
and sales volume for opening of navigation for purposes of 
carrying charges. Let's say that this corn is hedged in the 
May at $1.29 so the cost of the corn is now 15 under May. Dur
ing the months prior to opening of the upper river, trading is 
done on Minneapolis corn basis "opening of navigation." Let's 
assume in line with our illustration that sales are made basis 
9 over the May, or 1.38 CIF NOLA with futures prices un
changed or $1.29 May. From this difference of 15 under to 
9 over, or 24 cents, is deducted the barge freight of 13 cents, 
leaving 11 cents to cover elevation costs, shrink, interest and 
other minor expenses. The interest on $1.14 corn for four 
months, December 1 to April 1 at 5% is 1.9 cents per bushel. 
If we would place the other costs at approximately 3 cents, 
then we have captured the six cents carrying charges showing 
on the board last fall at harvest time. 
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Our sketch also shows the relationship of a central Illinois 
rail point, Champaign, Illinois, and the three-way possibility 
of merchandising rail corn from central Illinois to Chicago, 
New Orleans, or Norfolk. Because of many factors involved, 
this central Illinois corn will find a home at interior process
ing plants or elevators or it will move into export channels at 
one of the three points mentioned above. It is ideal for the 
central Illinois elevator to have all outlets competing for their 
offerings. The purpose of the foregoing was to bring out illus
trations of carrying charges and basis in typical cash transac
tion. 

Those of us in grain merchandising must be considered 
"opportunists" trying to devote our limited resources to those 
activities which present the maximum profit or minimum loss. 
For illustration of this point let's take a look at the wheat 
and corn futures close on the Chicago Board of Trade during 
the fall of last year as shown below: 

Table 2 
October 15, October 30, November 16, November 30, 

1964 1964 1964 1964 
Wheat Corn Wheat Corn Wheat Corn Wheat Corn 

Dec. 
March 
May 

J"iy 
Sept. 

1.49 
1.52i/4 

1.53 
1.495/8 

1.513/4 

1.2034 
1.24i/2 

1.26s/4 

1.2814 
1.257/8 

1.5H/2 
1.54i/4 

1.541/2 
1.50i/2 

1.521/2 

1.19 
1.23i/4 

1.26 
1.273/4 
1.255/a 

1.5H/2 
1.5514 
1.561/j 
1.523/8 
1.55 

1.20 
1.241/2 
1.2634 
I.281/2 
1.263/8 

1.51i/8 

I.541/2 
1.555/8 

1.521/s 
1.541/2 

1.231/s 
1.273/8 
1.293/8 
1.303/4 
1.28i/8 

These closing prices show the fluctuation of prices and 
spreads over a period of a month and a half. The December-
May carrying charge for wheat ranged from 3 to 5 cents while 
the same December-May corn range was 6 to 7 cents. From 
the November 30th close, we can see the carrying charge for 
corn is in line with our previous illustration reflecting approxi
mately six cents from December to May with wheat showing 
4l/2 cents for the same period with an inverse of 3i/2 cents 
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to July because of new crop wheat available for delivery in 

July. 
From an elevator inventory management point of view, the 

relationship of carrying charges during corn harvest of these 
two commodities has to be compared. On October 30th the 
December March corn carrying charge of 41/4 cents against 
wheat at 2^4 cents plus the interest calculation due to price 
relationship would make wheat an additional i/2^ more ex
pensive to carry than corn for the four month period. In ad
dition the carying charge to May on wheat was only ]f4 cent 
compared to 234 cents on corn based on the close October 
30th. Therefore, wheat ownership should be liquidated and 
replaced with corn. The futures market prices tell us this, 
but it is easier said than done. It is clear that the Chicago 
market will try to liquidate wheat and increase corn owner
ship during this period of corn harvest and heavy movement. 
However, these same calculations are made by elevators in 
other parts of the country and the wheat buyers take this op
portunity to be selective as to wheat class and grade and future 
billing requirements in making purchases against the elevator 
space they have available. During the period of corn harvest 
last year, the Chicago elevators were fortunate to find a limited 
outlet for red wheat in the southwest on an export rate to 
New Orleans that allowed transit at many Texas points. As 
a result, our red wheat was available to many Texas mills 
for blending purposes at a discount under southwestern hard 
wheats. The important factor during these periods of heavy 
corn movement is to have as much space as possible available 
for corn. Delivery on the December wheat contract would 
not be the solution to an elevator space problem. The pres
sure of corn harvest is usually over by December. It is more 
expedient to find outlets during October and November as 
space is needed. We have been looking at the wheat and 
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corn relationship in this case. Often sales of other commodities 
might be more advantageous if the elevator can replace with 
corn at a depressed harvest basis. For example last fall when 
the truck corn basis dropped to 6 cents to 7 cents under De
cember basis number two yellow at the height of harvest con
gestion a buyer for a cargo of soybeans with a vessel for near
by lifting would find several anxious sellers. 

In the Chicago market we say we always have a sale for 
our grain if it is of deliverable grade because a short futures 
position can be satisfied by the delivery of warehouse receipts 
against the short position. As in the case of the foregoing 
illustration on wheat and corn carrying charges, the "inven
tory management" phase of terminal operations comes into 
play as each delivery month approaches. It is a policy decision 
of the local elevator manager, after examining his elevator in
ventory and hedged position of the individual grains, to de
cide on delivery intentions. Each grain must be studied to 
anticipate the potential demand of processors and users of the 
grain. It may be more prudent to sell cash grain before the 
delivery month or withhold the grain from the delivery mar
ket for more opportune sales at a later date. 

How are carrying charges made? In general, we say carry
ing charges are created by grain not being wanted at exist
ing prices. We decide to make delivery on a futures contract 
when we are unable to merchandise the cash article at as good 
as delivery basis. Frankly, we seldom make delivery if we be
lieve the grain will be ordered out. The party who receives 
delivery does one of two things: (1) he pays for the warehouse 
receipts, leaves the grain in our elevator and starts paying us 
carrying charges, or (2) he retenders, that is, he sells futures 
and redelivers the grain to someone else. If the grain remains 
in our elevator after the original delivery, although the ware
house receipts may pass back and forth through several hands 
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as the current delivery is being satisfied, we are: (1) relieved 
of interest and insurance costs, and (2) paid .06 cents storage 
per bushel per day. If the grain is retendered day after day, 
it tends to weaken the nearby contract relative to deferred 
contracts. As these carrying charges widen, we will decide 
at some point to buy the nearby contract and sell the deferred. 
Then we, as a long in the current future, recapture our grain 
and have it hedged in a deferred future at a better basis than 
that which existed prior to delivery. 

Another factor in carrying charges is our tax structure. If 
a speculator buys a future and holds it six months and one 
day or longer, he is eligible to capital gain if there is a profit. 
Because of the tax advantage of capital gain there is a tax ad
vantage for speculators to buy futures which offer long term 
possibilities. 

Generally speaking, carrying charge markets are bearish 
since they indicate the grain is not wanted. However this is 
not always true — in a major speculative bull market such as 
the 1955-56 and 1960-61 soybean markets, there is a tendency 
for the tax buying aspect to widen carrying charges. 

Also, as a generalization, carrying charges are wide when 
elevator stocks at delivery markets are large and narrow when 
they are small. There can be exceptions to this for individ
ual commodities. 

Now let's consider why inverse carrying charges usually 
indicate a bullish situation. First, they indicate there is little 
threat of deliveries because the cash basis at the delivery mar
ket is higher than the owner can obtain by making delivery 
against the futures. Second, stocks are usually relatively small 
with cash grain stocks needed for merchandising. Since cash 
ownership by the trade is small, there is little short hedging 
pressure. The speculative element is usually convinced that 
current values are temporary and will decline in the future. 
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This is very logical in the most common inverse carrying 
charge situation — old crop/new crop such as May/July wheat 
or September/December corn. 

Inverse carrying charges as above provide incentives for 
the grain trade to be short cash and long futures. Grain mer
chants will offer cash grain for deferred shipment at a discount 
relative to spot values. Grain processors usually operate with 
minimum inventory and cover forward needs at a discount. 
As time passes the long in futures will stand for delivery un
less he can convert his futures to cash at a favorable basis. 
On the other hand, the speculative short who has no grain 
must buy back his futures at a price which will allow the trade 
to convert to cash at a profit. This is not to infer that the 
speculative short always loses money. The cash merchant who 
is long futures and short cash does not care whether the mar
ket goes up or down, he is concerned with the basis in rela
tion to the future so he wants to be able to cover his short 
cash premium position at a profit. 

Another facet of the futures market in cash grain merchan
dising is the fact that length of time for trading with the use 
of futures for protection is extended at least nine months in 
the future. This enables sales in the spring of the year of new 
crop grain on a basis relative to new crop future. In the case 
of soybeans with November futures at a discount or inverse 
of approximately 45 cents under the May there has been con
siderable buying of the new crop positions by many import
ing countries. In corn there has also been considerable sale 
of new crop for export at the discount of new crop under old 
crop. 

Because it is normal for an inverse carrying charge to exist 
between old and new crop such as September and December 
corn, or August, September and November beans, firms such 
as ours will have no premium ownership and will go into 
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harvest short cash or premiums and long futures as a result 
of forward sales mentioned above where we have sold on a 
basis and bought new crop futures for protection. 

As harvest expands, purchases of cash are made against sales 
of futures until the short premium position is eliminated. 
It is then that the grain merchant hopes that the buying basis 
relative to the futures is attractive and inventory accumula
tion can be made at a basis that will provide carrying charges 
for the inventory accumulated. As this accumulation is made 
the merchant is in a long cash — short futures position which 
is the concept most people have of grain elevator operators. 
Few people appreciate the grain trade's contribution in accel
erating purchases at harvest by forward sales of cash commod
ities against purchases of futures as their protection. 

In this discussion I have not mentioned government activity. 
Our markets are still based on the fundamental laws of supply 
and demand, but government sales, storage, price support and 
pricing policies are factors that affect both futures and cash 
operations of the grain trade. The trade must be ever alert 
to these changes and their market effect. 

In conclusion, I wish to thank you for this opportunity to 
appear before you today. In your program schedule time has 
been allotted for discussion, so I will be happy to try to 
answer any questions you might have. 

MERCHANDISING AND INVENTORY 
MANAGEMENT OF COMMODITIES 
CARRYING CHARGES AND BASIS 

DISCUSSION 

CHAIRMAN KNOKE: Thank you very much, Mr. Wil
son. Are there questions? 

U H R I G : You said that there is a generalization that carry

ing charges are wide when the elevator stores at delivery mar-
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kets are large and vice versa, narrow when they are small. 
WILSON: Yes. 
U H R I G : With the shifting to shell corn and perhaps de

livering more corn to the elevator from the field at harvest 
time, would you anticipate that this carrying charge would 
widen in the future? 

WILSON: You will have a widening of carrying charges. 
Let's switch to this illustration: Last fall our corn movement 
was well under way in October. We had an early movement 
last year, and on October 15th, the carrying charge December-
May, was showing six cents. On October 13th when there was 
heavy pressure, that charge widened out to seven cents be
cause of the pressure of the harvest movement. 

ULLMAN: Well, as elevators install dryers and also utilize 
their storage capacity, would there be more of a tendency 
to hedge in the more distant futures market? 

WILSON: That comes into a matter of judgment on what 
you would feel you could obtain in the line of carrying charges. 
In other words if you feel that the seven cent carrying charge 
is as much as could be expected, you would probably be hedg
ing in the May at that point. 

EHRICH: Do you always trade on the basis? Does your 
company ignore this carrying charge and just plan speculate 
with your — 

WILSON: No, in an operation such as ours, we are really 
basis operators. In other words, we have to have a hedge posi
tion. With the inventories of grain that we carry all over 
the country, we have to continually go to the banks for financ
ing against warehouse receipts, and unless we were in a hedge 
position, the banks would question how much credit they 
would extend us. But there could be cases where some people 
would feel that they wanted to be outright long, that the mar
ket was going to improve, but, then, you are a speculator in the 
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cash grain business. You are not really trying to be a mer
chant. 

GOLDBERG: Do you find it more difficult to maintain 
the trading basis operation in markets that have inverse car
rying charges like when you have the dramatic change in the 
price support program in '63? How do you maintain your 
trading basis and inverse carrying charge with as much volume 
activity as you can on a forward carrying charge operation? 

Do you find it more difficult or not to trade in that kind 
of a market? 

WILSON: If I understand your question correctly, yes it 
is rather difficult trading in an inverse carrying charge mar
ket. In your trading, you decide on a basis of value, and the 
futures will have an effect on this basis. 

If you are short cash and the futures would work up, it 
could be that you would buy on a better basis than you would 
if the futures went down but the reason the futures go down 
in a market of that type is because some grain presented it
self. I mean, there is some reason for the market to work off 
— some factor behind it. 

BAKKEN: Don't large firms carry some of the risk in selec
tive investment in their grain? That is, they don't hedge all 
of the grain, they carry some of the risk themselves, do they 
not? 

WILSON: Well, not to a great extent. I mean, in any 
operation, such as ours or other firms in the grain business, 
you are never going to be completely hedged. For instance, 
during a period of heavy harvest pressure, we will pre-hedge 
before the close of the market. We will start selling futures 
in anticipation of grain purchases overnight by our office here 
and other offices in the harvest area. 

A R T H U R : Let's assume you have grain in an elevator 
which is now covered with short future. Your customer in 
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Rotterdam gives you a firm order for that grain which you 
are going to ship physically, that order takes the place of the 
future contract. 

WILSON: As soon as the sale is made in Rotterdam, we 
will buy in our short futures. That is how we keep our hedge 
position even. 

A R T H U R : Therefore, you have an equivalent of the fu
tures hedge in forward sales of actual cash grain. My question 
is, is this treated in equal terms by the banks, by the credit 
grantors. 

WILSON: Yes. Our over-all position would be what would 
be examined, the cash ownership and the sales against it, and 
we end with a net cash position long or short, and, then, a net 
futures position long or short to correspond with it. 

ANDERSON: You mentioned truck shipments are pur
chased at a discount. I wonder if you could give the basis for 
the discount. 

WILSON: I will say that should be explained in two ways, 
Mr. Anderson. Concerning delivery on a futures contract, 
when a regular elevator delivers warehouse receipts, he has 
to protect the proportional billing rate from Chicago. In 
other words, this requires an inbound freight bill of twelve 
and one-half cents a hundred if he delivers grain that would 
have truck tonnage. That could cost seven cents a bushel if 
it were taken out by rail. 

When we have our shipping season open, the truck bid 
at times will be almost equal to the rail bid. Right now, the 
bid that went out of here tonight on truck corn was one over, 
and for rail billing two and one-half over. 

It is still at a discount, but as we ship grain from our eleva
tors over the seaway, we don't need billing, so the truck grain 
fits the picture. 

M U T T I : Is there any way to generalize on a series of fac-
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tors when you have inverse carrying charges? Can you say 
that this is a period of abundant storage, or can you really 
classify conditions when inverse carrying charges are most like
ly to occur? 

WILSON: Well, it would be in general, as I tried to point 
out, when you are in an old crop-new crop situation that your 
inverse carrying charges would be in effect. Take the present 
May wheat and July wheat. May wheat closed today at ap
proximately four cents over July. The factor behind this is 
the wheat here in Chicago. There are approximately four mil
lion bushels of wheat in store here in Chicago that appear 
to be surplus. A few days ago — the May-July inverse was 
seven cents. It is possible that the May could narrow further 
on the July unless there is a possibility of some export business 
or some business under Public Law 480 that would move 

ANDERSON: Is this four million bushels you referred to 
wheat from Chicago through the St. Lawrence Seaway, 
privately owned stocks? 

WILSON: The actual stock is more than that, but in a 
calculation we figure that there are approximately four mil
lion bushels of wheat left here that we don't have a home for, 
over regular known requirements. 

ANDERSON: Then, the question I have pursuant to that 
is, what impact does the presence of the commodity corpora
tion stocks in the area have on carrying charge. 

WILSON: We have very little Commodity Credit stock in 
Chicago. There is no Commodity wheat stock. Their corn 
stock is down to a million, three hundred thousand bushels. 
Their corn stock was ordered out during the winter because 
they needed corn for the livestock feed program in the East 
and for export sales. They pretty well cleaned out their stocks 
of corn in Chicago. 

If there are CCC stocks in a delivery market, and CCC 
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came out with a sales program, it could have an effect on car
rying charges. 

EHRICH: Mr. Wilson, do you think that the Chicago 
stocks have the most influence on the spread between Chicago 
futures — and you don't consider stocks, say, of spring wheat 
and stocks of hard wheat in Kansas, etc.? 

WILSON: As far as your Chicago futures market spread re
lationship is concerned,it is the stocks that are in Chicago or 
available to Chicago, tributary to Chicago, that could be 
moved in. Spring wheat because of a price relationship would 
hardly find a way into Chicago. The mills here use a cer
tain amount of spring and hard wheat in blends, and they will 
buy springs in the northwest and southwestern hard wheat. 
Chicago is really a red wheat market other than a certain por
tion of Northern Illinois hard wheat that moves in here each 
year during the harvest. 

MEIBURG: I have a question on transportation. Appar
ently, you have to keep track of how the grains move in, the 
means of transportation by which they enter. Is this an In
terstate Commerce Commission requirement, or what does it 
matter to the elevator operator or the processor how the grain 
moves? 

WILSON: It matters because of lower freight rates when 
transit billing can be used. That is tied up with the railroads 
and the freight bureau, and we have to make a daily tonnage 
cancellation. In other words, we bring in grain by rail car, 
and when we pay the freight, the freight bill is registered. 
Then, when we use that same bill against an outbound ship
ment, we present our transit shipping directions to the Bureau, 
and they cancel a certain amount of the tonnage that we have 
received previously on inbound shipments, but we are on a 
daily cancellation basis and have to keep our billing in order 
here. 
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ULLMAN: You see the use of, say, "Big John" hopper 
cars or other improvements in our transportation of grain 
changing this whole transportation structure? 

WILSON: Yes, I think the influence of the "Big John" 
is going to be felt more and more. Last year we received 
hopper cars, and quite a few of them came into Chicago, not 
only the big hopper car, the "Big John", but because of the 
shortage of boxcars, they were even using open coal cars. 

ULLMAN: And they do not have transit privilege avail
able? 

WILSON: On the hopper cars for instance, on the C. & E. 
I., they have a hopper car rate that does not have transit, I 
think that is what you are referring to. That is the same as 
a truck bill and would be considered about in line with the 
truck price, and that's the way they were purchased during 
the harvest last year. 

KNOKE: Mr. Wilson, we thank you for this very interesting 
talk. 
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T H E ROLE OF FUTURES MARKETS IN 
DETERMINING T H E FLOW OF COMMODITIES 
IN DOMESTIC AND INTERNATIONAL TRADE 

by Robert L. Raclin 
Partner, Paine, Webber, Jackson & Curtis 

I . T is indeed a great pleasure 
to have the opportunity to appear before you to discuss the 
aspects of "The Role of Futures Markets in Determining Flow 
of Commodities in Domestic and International Trade." 

Before giving you my analysis of how this role is fulfilled, 
I would like to present to you some thoughts I have concern
ing the economic necessity of futures markets and then show 
you how these futures markets determine flow. 

In my view, and it is certainly not an original thought, the 
most serious problem of second half Twentieth Century civili
zation is the tremendous disparity of wealth between the rich 
and the poor nations of the world. The problem is primarily 
economic, but leads to all sorts of different political and philo
sophical considerations which all of us are attempting, by a 
major effort, to solve. 

The facts are that the total rate of inflow capital formation 
funds, whether used by industry or agriculture, into the under
developed or economically emerging nation is not greater than 
$20,000,000,000 a year. Approximately $4,000,000,000 of this 
$20,000,000,000 is realized by aid from rich countries. (It 
might be parenthetically noted that the $20,000,000,000 is 
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less than 20% of what the rich nations spend on armaments 
per annum). This $20,000,000,000 is not sufficient to allow 
the poor countries to assume a posture of self support with a 
voluntary saving economy. The result is that more and more 
underdeveloped countries are coming under governmental 
planning controls so that forced savings are effected which 
establish governmental patterns (especially Africa and Asia) 
which we, in North America, find increasingly incompatible 
with our own political views. 

Here, a dilemma becomes apparent. If we, for example, in 
the U. S. A., the U. K. and indeed the Western world, continue 
to make grants to underdeveloped nations, we create payment 
deficits which later manifest themselves in the Sterling crisis 
and, more recently, the Dollar crisis, which has been pointed 
up by the tremendous 1964 overflow of gold. On the other 
hand, if we do not continue or, indeed, increase our grants, we 
potentially surrender vast areas of the world which supply raw 
materials to those who are economically and politically op
posed to our viewpoint. 

As you know, the President of the United States has called 
together the heads of two hundred major corporations and 
banks urging that the banks do not increase their dollar loans 
to foreign countries by more than 5% over last year. This is 
difficult because many have already exceeded this figure. Sec
ondly he has asked that Corporations cut down their dollar 
investment abroad for new funds to 80 or 85% of last year's 
commitments. This program is voluntary, and has been some
what successful for you will note that the interest rate for three 
months loan of Euro-Dollars is up one half point in the last 
thirty days. 

All of this points up how serious the problem is, especial
ly since many countries are using this crisis caused by our 
voluntary action to convert dollars into gold for their own 
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ends. This is especially true in France and Spain. Herr Ab, 
a leading independent German banker has been endeavoring 
to get Chancellor Erhard to do the same, but thus far, Er-
hard has wisely resisted. 

It would appear to many that we can very easily, if we wish, 
embarrass many European countries by cutting back on our 
foreign grants, cutting down on our tourism by taxing Ameri
can visitors abroad and by sharply cutting back our military 
aid. There are many in the Congress who wish to take a strong
er view and seriously resent us putting billions of dollars into 
France and then having them try to strengthen the Franc 
at the expense of the Dollar. It has been humorously said that 
some think de Gaulle believes that his end of the lifeboat won't 
sink if the ship of stability goes down. 

Simultaneously, however, the world as we know it, is align
ing itself along new political formations. We used to think 
of the division of nations along the North/South axis. On 
one hand, the Free World was Australia, Japan, the Western 
hemisphere, Southeast Asia, New Zealand, the U.K., the Com
mon Market countries and the Outer Seven. On the other 
hand was Russia, China, Northeast Asia and the COMECON 
countries. Somewhere in the middle of the two Worlds rest 
Africa and India. 

However, today we find a definite shift to a horizontal axis 
because countries, however politically opposed, are finding 
themselves increasingly economically interdependent and are 
joining together. We find that China is seeking Africa and 
Japan as its partners by trade agreements and Southeast Asia 
by military action. Without doubt, the reluctant enigma In
dia, is being courted by Peking. More and more, Russia and 
the COMECON countries are becoming aligned politically 
with the Western World. 

In my view, as the horizontal axis becomes increasingly ap-
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parent, free trade within our new sphere will increase. Sup
ply and demand must have a larger voice in determining price, 
for price will ultimately control the movement of raw and 
finished output. 

Therefore, anything which cuts down on governmental in
terference within our sphere, anything which makes it easier 
to stop increasing government controls, is to be encouraged. 
Price of supply and price of demand is what ultimately deter
mines flow of raw and finished output. Generally speaking, 
as price declines, demand increases. 

Another facet to this same problem is an immediate econom
ic one. Russia, under Marx, thought that underconsumption 
in home markets led to economic and later, political imperial
ism. Here too,we are seeking a definite shift in thought. We 
now see vast areas of the world suffering from underconsump
tion. The lack of inflow capital formation funds produces an 
environment which does not give that surplus of output lead
ing to foreign exchange, so necessary to later bring in indus
trialization. Indeed, only small parts of the world, primarily 
the U. S. A. and Canada, are producing agricultural commodi
ties beyond their needs. Yet, there is not the foreign exchange 
in areas of underconsumption to buy this output. 

Twenty percent of the world receives seventy percent of the 
world's income. For example, we in the United States have a 
favorable balance of trade, but an unfavorable balance of pay
ments brought largely upon us because of our military ex
penditures to safeguard our political way of life, and our 
Foreign Aid Program for economic and political reasons. We 
may be the first nation in the world to voluntarily debase its 
own currency. This is because of our conviction it will be 
possible to convert the slower developing nations, by our gifts 
of output which they cannot afford since they lack foreign ex-
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change, into a compatible philosophical and political view 
with ours. 

It would appear to me that the vast monies we devote to for
eign aid are only a drop in the proverbial bucket. This theory 
is yet to be proven. 

The question arises as to whether or not futures markets, 
as we know them, help determine and assist the flow of domes
tic and international trade and, to that degree, help solve this 
immense world economic problem. I have stated, and I am 
very sure that if we make progress in solving this problem, 
it will be by increased international trade. Since the Fourth 
Crusade, wars have been fought for economic objectives. If 
futures markets lead to increased international trade because 
they also allow increased domestic trade within any given 
country, then futures markets have truly a moral and economic 
justification. This is the reason for their being. 

Let us start from the beginning. Futures markets make pos
sible with little vertical price risk, the expansion of the world's 
output in many commodities by allowing domestic output to 
increase to a point beyond domestic consumption. This leads, 
because of lessened risk, to the inflow of capital into econom
ically emerging countries which creates foreign exchange nec
essary for the industrialization after an agricultural revolu
tion. As these poorer countries are able to stabilize the sale 
of their raw materials, they create a climate desirable for in
vestment. Futures markets, because of their structure, lead 
to an expansion of trade within a given country and control 
the direction of movement of raw material as it seeks to be 
consumed domestically or internationally by the highest bid
der. 

A futures market has two sides — I will touch on the first 
one without detail. This is the Speculative side. This side 
assumes outright vertical price risk. There could not be a 
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commercial side to use a futures market to lessen its risk with
out a speculative side to assume that risk. For our purposes 
today, it is really not terribly important whether the specu
lative side makes or loses capital funds at any given moment. 
What is important is that there is a speculative side pressing 
to buy when the commercial facet seeks to sell, or to sell when 
the commercial facet seeks to buy. 

Since Dante enumerated in his Inferno the various vices 
of man, it has become apparent that greed and avarice must 
be controlled and, therefore, speculation must be policed so 
that it does not become excessive and uneconomic. However, 
the futures market is such a delicate marketing mechanism 
that this policing should only be at a minimum to encourage 
a climate conducive to economic speculation. The specula
tive side, I reiterate, is interested in vertical price movement 
and risk. 

It is the other side of the futures market about which we 
are concerned: the commercial side. This segment uses a 
futures market to establish a relationship between its owner
ship of a cash or spot commodity and the price of that com
modity at a definite time in the future. The commercial 
side of the market is interested in this horizontal price relation
ship between cash and futures. At times, the commercial 
side may act as a speculator and later, use the futures market 
to liquidate its vertical price risk and establish the horizontal 
relationship. 

How do futures markets influence flow of commodities? 
There are many types and kinds of futures or forward mar

kets, some are extensively organized with great formality. 
The Chicago Board of Trade is such an example. Others are 
a loose association of commercial interests. I will, by four 
examples, attempt to show you how various futures markets 
increase the flow of domestic trade. This leads to a surplus 
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output, putting the country in an export position which then 
leads to the inflow of capital funds from earned foreign ex
change. 

1 — At the present time in the United Kingdom because of 
an imbalance of trade and an imbalance of payments, there 
has been a real threat to the value of Sterling. There are 
those who believe that if Sterling is devalued, the United 
Kingdom would become more competitive in world markets 
and reduce its imbalance of payments. But, what of the Amer
ican farmer who sells to the U. K. via trade channels? He 
would like to sell corn to the United Kingdom and so expand 
his own output. However, the exporter has a real problem — 
he buys from the farmer in dollars, but he is going to get paid 
in Sterling at a later date. The exporter knows the present 
relationship of Dollars to Sterling, but not the future relation
ship. As a matter of fact, he may not even be able to pur
chase his corn today for a shipment, let us say, to be made 
next May. 

Here is how a futures market and a forward money market 
allow this trade. The exporter buys 375,000 bushels of corn 
on the May futures contract in Chicago. Later, when he buys 
the actual or cash corn, he will sell out his futures. Obvious
ly, he only took the contract when the price of the futures 
showed a profit in relation to his sale price. As he signs his 
contract with the U. K. buyer, he immediately books his for
ward freight by going to the cheapest seller (another informal 
futures market). However, at this point, since he must pay 
for corn in Dollars and he is going to get paid Sterling at a 
later date when he actually ships the corn, he must protect 
the relationship between Dollars and Sterling and so he, (in 
Zurich, Tangier or other money markets) sells Sterling short, 
equivalent to what he is going to get and buys forward Dol
lars for the same delivery. 
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Later, he will sell out his Dollars and buy in his short Ster
ling position. He has frozen, if you will, the relationship be
tween Sterling and Dollars. Here is a fairly good example, 
I think, of two informal and one rather formal futures mar
ket being used to increase the output of American corn. Be
cause of the vertical price stability they give commercial in
terests from farmer to exporter, they encourage productive 
output to a surplus which then goes into international chan
nels. 

2 — The Dominican Republics' principal source of foreign 
exchange results from its sale of its exportable surplus of 
sugar. Sugar prices fluctuate rapidly. The crop is harvested 
normally twice a year. T o expand the economy in the Domin
ican Republic and to earn foreign exchange by having ex
portable surplus requires that the sugar grown be sold at a 
profit. Many times, the private sellers, who sell under govern
mental export license when they find the price satisfactory, 
will sell in New York or London forward sugar contracts to 
the extent of i/2 to 3/^ of their anticipated production. Their 
futures sales, in essence, give them the right to deliver in the 
future (as they harvest these crops) at a given price. This 
leads obviously, when prices are satisfactory, to increased do
mestic output. It certainly leads to lower costs because of 
stability of sugar prices within the Dominican Republic and, 
indeed, may lead to an internal expanding economy. At a 
later time when a crop is harvested, the forward futures posi
tion is repurchased. Here is another example of where a 
formal forward New York or London market has helped deter
mine the flow of commodities. 

3 — The soybean processor in Finland wishes his plant to 
run continuously. Although he can buy his soybeans from 
China or the U. S. and, let us say, has the elevator capacity 
to store the three months inventory he can buy, he does not 
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wish to take the risk of a downward price movement. There
fore, as he buys his cash soybeans, he sells Chicago Board of 
Trade futures. Later, as he can sell his oil and meal produc
tion from these beans, he buys back his soybean futures. 

T o the extent that he can produce soybean meal in Finland 
and sell it to feedmakers, a futures market has definitely con
tributed to the flow of output in that country far beyond 
what it would have been had the Finnish soybean crusher 
(if there had been no futures market present) been required 
to buy inventory and take the vertical price risk. A futures 
market allows the Finn to pay more for his soybeans and sell 
his products for less since he is not taking a vertical price risk, 
but rather a horizontal risk between the price of his soybeans 
and the American futures market. Again this certainly allows -
domestic output to be increased which creates a surplus output 
leading to foreign trade and ultimately, to foreign exchange. 

4 — Many commodities are seasonal in harvest and, as you 
know, from your previous discussions on basis and inventory 
and control, many commercial elements naturally like to 
acquire maximum cash inventories at the cheapest possible 
"basis" relationship. These cheap "basis" levels have a tend
ency to be present when the harvest is under the maximum 
selling pressure by the producer. This requires an enormous 
amount of capital to finance these inventories. Needless to 
say, that because of a futures market, the acquirer of inventory 
is able to borrow from commercial banks at a far lower rate 
of interest than he would pay if he maintained an unhedged 
or outright long ownership position of the commodity with
out a futures market hedge. 

Therefore, futures markets allow and encourage the expan
sion of a given economy at far cheaper money rates than would 
be present if there were no futures market. This applies for 
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a soybean crusher in the U. S. — a metal producer in the Ruhr 
— or a coffee exporter in Ghana. 

I am, personally, very sure that as countries become in
creasingly interdependent, the presence of formal and in
formal futures markets create a climate of less governmental 
control of countries and the build up of an expanding economy 
within that country causing surplus output. This, then leads 
to international trade and its reward known as "foreign ex
change". 

The domestic price of any free commodity or of any com
modity selling above its government support level is based 
on its export value. 

Because futures markets by their mechanisms lead to les
sening vertical price risk and because we therein get increased 
domestic output, they do definitely determine the flow of 
output. This will lead to a lessening of the great disparity in 
wealth between richer and poorer nations. They will cause 
increased foreign exchange for poorer nations as they expand 
their economy and ultimately, lead to a standard of industrial
ization which will be far beyond what can possibly be realized 
by economic grants from countries such as the United States, 
Russia or the U. K. 

Industrial revolutions must be preceded by agricultural 
revolutions. The futures market structure, to this degree, de
termines the increases in the rapidity of flow of this output 
and, to that extent, helps solve this basic problem of our time. 

By coincidence, the London Economist recently had a small 
article which you might be interested in, and I would like 
to quote it: 

"In March, 1957, when Ghana became independent, this 
was the richest-looking west African country of them all. Since 
then, Government revenue has only slightly more than 
doubled, when government expenditure has nearly quad-
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rupled. The price of cocoa, on which Ghana's economy still 
mainly depends, is now down to about a quarter of its Korean 
boom-time values; this is partly due to Ghana's reluctance to 
accept an international cocoa agreement in 1963. 

"But the point is that the republic's present economic prob
lems are primarily due to the fall in the cocoa price; they are 
only secondarily due to the frightening-off of private investors, 
the inefficiency of Ghana's state-owned corporation (£40 
million invested in them have produce a loss of nearly £14 
billion to date), and grandiose social and private spending by 
the government. If cocoa had a better price, Ghana could af
ford its present politics; with the price down, it cannot." 

Now, I would like to say that if Ghana had used more ex
tensively — and they do use to a degree — the futures market, 
it wouldn't have changed the price of cocoa, but it would have 
protected Ghana, and instead of being concerned with the 
horizontal relationship between cash cocoa and a futures price 
in London, they assumed, if you will, the role of a speculator. 
They are now paying that price. There is not only use of the 
futures market, but there is also misuse of the futures market. 

I am very sure that futures markets have an important eco
nomic function. That function is just simply to allow an or
ganization, in some form, whether informal or formal, to allow 
economic stability between cash and futures. 

In emerging nations, this leads to surplus output, then for
eign trade, which brings foreign exchange, and fosters an ex
panding economy by the inflow of capital funds and, if you will, 
an agricultural revolution, more efficient methods, and, later, 
industrial revolution. 

There is an economic justification for these markets, and I 
do believe that for possibly these reasons that the Board of 
Trade and other Exchanges have a bright future. 

Thank you very much. 
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T H E ROLE OF FUTURES MARKETS IN 
DETERMINING T H E FLOW OF COMMODITIES IN 

DOMESTIC AND INTERNATIONAL TRADE 

DISCUSSION 

CHAIRMAN GAUMNITZ: Thank you very much, Mr. 
Raclin. 

Now, as usual, we will take some questions. Who wants 
to start? 

GOLDBERG: What is the relationship between interna
tional commodity agreements and futures market? 

RACLIN: International commodity agreements depend, 
of course, normally on a surplus condition. You have them 
because you do have surplus, and you have the marketing 
problem. T o that degree, as you get pricing at a fixed level 
with minimum exports by this agreement, futures markets, 
I think, have less economic justification. 

N O R T H : Is there sufficient liquidity in the international 
commodities like cocoa for the state trading cartel or mon
opolies to use this futures market if they wish? 

RACLIN: Yes. Let me give you an example. Everybody 
always talks about their success. I will tell you one where I 
really fell on my face. The government of Spain has been in 
a position for a number of years of having a shortage of 
vegetable oils substitutable for olive oil. Olive oil at a high 
price is good to sell because you get foreign exchange back, 
and then, you can buy something to replace it. Their method 
of buying, which was by public auction in enormous quantities 
of a hundred thousand tons at a time, had the tendency to 
cause large price fluctuations in our oil prices because sup
pliers here who would offer them the lowest would get the 
business, and then, that supplier would have to lift his short 
oil hedge and cause a run-up. 
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After the first one or two of these auctions were held, it 
became obvious when the Spanish were going to buy. Some 
exporters began prehedging and by lifting their hedges, the 
price would go up, and the Spanish would then have to pay 
more. I went over to Spain to talk to the government people 
and try to convince them that although they still had the same 
requirements, the way they ought to buy was to buy half or 
all of their requirements quietly on the futures market, and 
then, ask for a public auction on "basis", and then, sell those 
futures to the low supplier. By doing this, the Spanish would 
have the ability to pick the price and they could do it quietly. 

The thing fell apart for two reasons. Reason one was they 
felt and, possibly, properly so, that they couldn't put their 
buying in the hands of one firm. Politically, this would be 
undesirable. 

They also had a little trouble with a man named DeAngelis 
some time previous to that, and they didn't want to be in a 
position like that again. 

The reason I cite this as an example is: I believe that the 
futures markets are of sufficient size that crops may be fully 
hedged. By selling a futures market, the producer takes the 
price off of the commodity, and now has only the risk of the 
relationship between the cash he owns and the futures price 
which is a horizontal relationship. He no longer has vertical 
price risk. 

Now, the horizontal relationship is a big risk too. Don't 
underestimate it. 

A futures market is only successful if both sides, if you will, 
have an equal opportunity. The long is normally the specu
lator, and he must feel that he has the same advantages eco
nomically as the short does. If he doesn't, he is not interested. 
He gets tired of losing money after a while, or should. 

At any rate, I have often thought the long ought to have a 
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little more advantage than the short because he doesn't have 
a merchandising profit to lose, an export profit to lose, a basis 
profit to lose. If there is a situation where the long and the 
short, the commercial versus the speculator, have equal op
portunity, then, you have big free liquid markets, and they 
are sufficiently large to hedge crops. 

FRIZOL: Why should puts and calls in the futures mar
ket be illegal? 

RACLIN: Some time ago — and I am really not qualified 
to comment — there was the so-called Crawford market where 
puts and calls were used here, and the position got so enorm
ous it allowed a volume of trade far beyond the economic 
importance, and failed because there was a misuse of the mar
ket by attempted corners. 

FRIZOL: Well, if used properly would there be any ad
vantage? 

RACLIN: This would require a change in the law of the 
land, as you know. 

FRIZOL: Yes, I realize that. 
RACLIN: I don't think there would be any advantage. 

I personally think that our present market is large enough 
without puts and calls, which only really allow increased 
volume of trading with less margins than we have today. 

What I am saying is that a put and call market expands the 
velocity or volume of trade. T o offset this, higher margins 
would be called because you want to discourage uneconomic 
use. I would say over-all, sir, that the present markets are 
large enough. 

KNOKE: I wonder if you would develop the concept that 
industrial revolution must be preceded by the agricultural 
revolution. There is some evidence to suggest in this day and 
age that the industrial revolution may be preceding the agri
cultural revolution in some countries. 
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RACLIN: You mean in the emerging nations? 
KNOKE: Yes. 
RACLIN: Well, I have felt that by pure coincidence, the 

area of emergence happens to be the areas of surplus of raw 
material, and as you have these people become free politically, 
they are expanding their domestic consumption, and are be
coming — temporarily, I hope — more inefficient, rather than 
efficient in their own agricultural production as they have 
taken over from previous leadership. They have not mer
chandised their commodities which should earn them the 
maximum foreign exchange. This is why these nations have 
required foreign aid. 

However, I really don't think that you can industrialize a 
country, any country, unless you can really feed that country 
or have the guarantee that somebody else will feed them. 

But, we have a problem. How can we continue enormous 
foreign aid and have our gold leave us? The only area I can 
conceive of which will stop the gold outflow is by cutting 
foreign aid. I don't think that the other areas can be success
ful. As a matter of fact, the voluntary request to cut back 
foreign loans has fallen apart to a degree. 

It is awfully hard to cut back on that six and one half billion 
dollars we are spending every year for tourism. 

If you tax a tourist a hundred dollars to go to Europe, he 
will, if he is going to spend two thousand, probably spend 
two thousand one hundred. 

Each emerging nation seems to want an air line before they 
eat. This is prestige, but a lot of people get hungry. 

I may be too cynical on it. 

KNOKE: I just wonder whether or not this is developing, 

however. 
RACLIN: Yes sir, I think so. I see great evidence of the 

development of cutback in the whole African complex. I am 
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not that familiar with the Philippines and Southeast Asia. 
HANSEN: I would like your comments on the impact of 

tariffs on futures markets. 
RACLIN: In relation to the Common Market? 
HANSEN: Yes, we have imposed some too, have we not? 
RACLIN: Yes, even against Australia. 
Well, there is no doubt that when you have a tariff structure 

— I say this categorically — as you do in the Common Market, 
that there is not the same necessity for the use of the futures 
market by the seller as there would be if there were not the 
same tariff structure. 

I think that tariff structures such as we do have in the Com
mon Market definitely hurt the use of the futures market be
cause the futures markets do not perform an economic service. 
The futures markets are not a great big glorified gambling 
area as some of the speculative element would like us to be
lieve, but they have an economic function. When they don't, 
and this is what is happening, I think without any question 
in the whole Common Market area there is not a need for 
futures markets. You have high import prices, high threshold 
prices, and target prices set so high no matter how cheaply 
we may produce, we cannot compete. The offsetting com
pensation of the levies or the skimmings, as they call them, 
just becomes a higher figure. 

HANSEN: What is your forecast as to what will happen 
in the foreseeable future in the tariff levels there? 

RACLIN: There will be exceptions, of course, but I think 
it is generally felt that American agricultural surplus will 
have an increasingly difficult time to compete in this area. 
Our imports will be substituted with the production of high 
cost, rather inefficient, domestically grown commodities in 
the Common Market area. 

They cannot grow soybeans. I am not too worried about 
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it. They can, however, grow wheat. They can grow corn, 
barley, oats, flax, rapeseed, sunflower, and we will not be 
able to compete with that. We can't. We will start retaliating. 

ARTHUR: I take it, Bob, that the sugar contracts reflect 
primarily the difference in tariff structure between the two 
markets quoted. Are there other cases like this where you 
have a futures market difference reflecting the shelters them
selves? 

RACLIN: Yes, you have it in the wool market. You have 
a wool market in Australia, London, New York, all of them 
reflect this. You have a discrepancy in price based on the 
tariff differentials. Sometimes, supply and demand causes a 
situation to exceed domestic price. You then get market fluct
uations which allow an arbitrage. In the little town of Brand-
ford, England, which is a wool center up in Yorkshire, there 
is an arbitrage exchange to take advantage of their three fu
tures markets which reflect the exact situation I pointed out. 

Thank you very much. 
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ECONOMIC RISK, UNCERTAINTY AND 
T H E FUTURES MARKET 

by Henry B. Arthur 
George M. Moffett Professor of Agriculture and Business, 

Harvard University Graduate School of Business 
Administration 

L _N discussing Economic Risk, 
Uncertainty and the Futures Market, I want to explore how 
the modern concepts of risk and uncertainty can help us 
understand the operations which use, or have access to, the 
futures market. I am not concerned with schemes for fore
casting the market, but rather with the policies that underlie 
the decision to make use of the market. 
A. Economic risk and uncertainty are not the same thing. 
One of the early inquiries in this field was that of Frank H. 
Knight in his book, Risk Uncertainty and Profit. He said: 

"Uncertainty must be taken in a sense radically distinct from 
the familiar notion of Risk, from which it has never been 
properly separated. The term "risk," as loosely used in every
day speech and in economic discussion, really covers two 
things . . . It will appear that a measurable uncertainty, or 
"risk" proper, as we shall use the term, is so far different 
from an unmeasurable one that it is not in effect an uncer
tainty at all. We shall accordingly restrict the term "uncer
tainty" to cases of the non-quantitive (sic.) type."1 

For our purposes it will be worthwhile to take a brief look 
at the full spectrum from certainty to uncertainty: (1) Pure 

1 Knight, Frank H., Ph.D., Risk, Uncertainty and Profit, Eighth Impression, 1957. 
The London School of Economics and Political Science, London, p. 19-20. 

[213] 

©1966 Mimir Publishers, Inc.



FUTURES TRADING SEMINAR 

uncertainty is an imaginary situation where nothing is known 
about anything and where there are no measurable variables, 
nor even an idea as to what factors are relevant to a problem. 
(2) At the other extreme, complete certainty assumes that out

comes are sure and that all variables are measurable. (3) Be
tween these two extremes there exist various degrees of un
certainty and these can be broken down in terms of certain 
important characteristics based on the kinds of uncertainty 
and the importance of the outcomes upon profits. 

The definition of risk relates to quantifiable unknowns. In 
other words, we are dealing with a concept which can be ex
pressed in probabilities and numbers. It is the field in which 
the actuaries resolve many individual uncertainties into broad 
but dependable, even certain, outcomes. In effect the process 
of converting "uncertainties" into "risks" is an important 
function of business and economic research, even though in 
each individual case it is not possible to come out with a single 
certain result. 

"Uncertainty" has also been given a working-over by the 
decision-theorists in recent years. Uncertainties range from 
the utter and unclassified chaos of ignorance up to the point 
where the decision maker can work out an assortment of out
comes associated with his possible decisions, but he still has 
no basis for assigning probabilities to any of them. It's still 
a chancy decision but, as in playing bridge, you decide which 
is the best way to finesse the queen, assuming you decide to 
finesse her. 

Looking again at the spectrum which runs from absolute 
uncertainty (some people say this implies a state of complete 
insanity) to the other unattainable extreme of complete cer
tainty, it is easy to see that most business judgments contain 
elements that are akin to each extreme. The job which the 
businessman faces in many of his decisions is simply one of 
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lining up his decision-making activities in such a way that 
he minimizes the amount of what we are calling uncertainty 
either (a) by getting more information; (b) by better analysis 
and management of relevant factors; or (c) by making actuarial 
appraisals of risks in such a way that he is protected by broaden
ing his exposure to avail himself of a less uncertain average 
result.2 Or, finally, he can sometimes (d) accept the uncer
tainty entailed in an operation and try to offset it by estab
lishing a countervailing commitment for the primary purpose 
of offsetting a part of that uncertainty. 

B. On the basis of this simplified framework it may be in
teresting to reexamine where the futures market can play a 
part. It seems clear that for many speculators, futures con
tracts represent simply a vehicle whereby they expose them
selves to uncertainty in hope of realizing a large gain. Such 
speculators include some who base their activities upon ex
tensive economic and statistical analyses, and others who as
sume they are reducing their own uncertainty by leaning on 
the advice of others. On many occasions the speculator uses 
no rational technology for advancing his own objective and 
falls victim to the fact that even if all the price movements 
were pure chance, the quantifiable costs which he incurs in 
the form of commissions will inevitably load the scales so that 
the net probability is on the side of an adverse outcome in 
the long run. 

I suppose that we could use the commission broker as an 
example of someone over near the "certainty" end of die scale. 
This is straining a bit for the purpose of illustrating a point, 
but it is clear that the commission broker conducts his busi
ness with a knowledge as to what his exposure to risk will be. 

2 The question of diversification is largely of this nature — a dispersal of un
certainties by extending the exposure over a wide enough field to reduce the 
relative severity of any one adverse outcome. As a general principle, it dilutes 
rather than enhances profits, but, properly planned, it does reduce the over-all 
degree of uncertainty. 
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Technically he is a party in the trading, so far as the trans
actions are concerned, but his client instantly takes over the 
big unknown elements and the broker's revenues are scaled 
according to a well-established schedule. (For him the great 
uncertainty revolves around the question of how much busi
ness he will do, not about what happens in the price move
ments for the commodities traded on the exchange.) 

This brings us to the major problem which deserves care
ful attention. If the futures market is to be thought of as a 
useful adjunct in the kind of economic system to which we 
subscribe, it may be defended in considerable part by the 
argument that the futures market enables businessmen per
forming the necessary functions of supplying economic needs 
and allocating economic resources to make their many deci
sions more efficiently and with assurance that they are operat
ing farther over toward the "certainty" area of our spectrum 
than would have been the case without the futures market. 
T o illustrate, a farmer may be an expert at producing crops 
or livestock, but unskilled in undertaking the financial burden 
entailed in price risk exposures. He might be able to enlarge 
his production, using funds he can borrow against a hedged 
inventory. The flour miller does this; the cattle feeder may 
do more of it if cattle futures trading becomes successful. 
C. Our next step requires an examination of the kinds of 
instruments we are dealing with in the organized futures 
markets. Here it seems desirable to consider the nature of 
the transactions that occur in these particular markets. 

In general, transactions are economic linkages. They ac
complish economic transfers or linkages in an interdependent 
system. If we are looking at the futures market as one which 
"trafficks in uncertainty," as I have heard it described, we 
need to know more about the vehicle that accomplishes the 
transfer of this uncertainty. Then we need to consider (1) 
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the relationship of these transfers to the basic flows of goods 
and services, which comprise the mainstream to which futures 
trading is an adjunct. Furthermore, (2) the parties to the 
contract or transfer require our attention, for they are the 
ones who are making business decisions and attempting to 
resolve their uncertainties and risks. And, finally, (3) we 
must look at the futures exchange as an established economic 
institution, whose very existence provides a bundle of services 
that wouldn't be there without the exchange and its sanctions, 
guarantees, grading services, and so forth. 

Our first task is to identify the vehicle, the contract for 
future delivery. It would be foolish to describe it in detail 
at this point; instead, I want to select two or three character
istics of the futures contract that are important to our discus
sion of risk and uncertainty, (a) The first characteristic is 
that the product specifications in the contract can serve as a 
common denominator. We choose a set of delivery t e r m s -
quantities, grades, locations and agencies—to define the con
tract. But we are not just interested in a single selected item 
or transaction in choosing our basic trading unit. We want 
a set of specifications that can be related (so far as price move
ments are concerned) to many transactions, not just those that 
are strictly defined in the contract. Not all—indeed only a 
small part—of the wheat covered by futures contracts ever 
moves physically to Chicago, Kansas City or Minneapolis. T o 
illustrate the point more sharply, I would say dogmatically 
that it is best to have the contract specifications provide a set 
of standards which the trade can use as a quoting basis. This 
may or may not represent the largest volume selection or the 
highest traffic point. The best bellwether, not the biggest 
sheep, is what we're after; on a golf course we use "par" as 
our common denominator, rather than some score that is more 
likely to be attained by the average would-be golfer on the 
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so-called average course. We want a basis for translating price 
risks from one transaction to another, and we want a unit 
that lends itself to reliable and easy use as a common denom
inator. 

But at the same time, (b) we want actual deliveries to be 
practical for as many traders as want to make such deliveries. 
It is an aberration of the market when peculiar conditions at 
the delivery point make the common denominator un-typical, 
as when channels of trade are clogged, strikes or weather tie 
up transportation, or when deliverable storage holdings for 
one reason or another are undesirable in the trade. The fu
tures market has an obligation, it seems to me, to minimize 
the frequency of such incidents. The fact that commodity 
futures contracts can terminate in the delivery of the tangible 
commodity is the primary linkage between this contract-trad
ing world and that of physical commodities in the world of 
commerce. 

So much for the nature of the contract and its specifica
tions, what I have called the "vehicle." We can now turn to 
some of the operational aspects. 
1. The first characteristic to be examined relates to the phys
ical product flows and the nature of the risks that attend them. 
The futures market is not a thing apart, unrelated to the 
mainstream of business; otherwise it would be little more than 
a glorified horse race or gambling hall. 

T o find the essential relationship to the real product flows; 
we have to look at the commercial operations in terms of 
price change over time. This is a prime element of risk or 
uncertainty in many kinds of business, and the more acute the 
risk the more urgent is the need to seek ways of managing 
it.8 The risk is basically a result of having commodity com-

s T h e acuteness of this risk can best be measured in terms of the relative impact 
of price change upon average profits as compared with the impact of other 
business factors. 
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mitments — business can't get along without inventories, 
growing crops or goods in process, unfilled orders to buy or 
sell, or sometimes complicated contracts or even catalog list
ings that must be honored over a period of time. 

Many kinds of devices have been employed in the effort of 
businessmen and others to manage their price risks. One of 
these is the use of last-in, first-out inventory accounting, a very 
successful device in some industries where there is a more or 
less fixed commitment to a basic or pipeline inventory. This 
is far from perfect protection, but it does prevent the changing 
price tags on closing inventories from one year to the next 
from showing up as profits or losses when essentially the same 
goods are inescapably there as a requirement if the business 
is to continue. 

Another device is an averaging process which can be used 
for inventory valuation in some businesses, such as tobacco and 
perhaps others. This, again, softens but does not offer any 
complete insulation from the impacts of price change. 

Other methods come readily to mind. Price stabilization 
activities of governments can sometimes be characterized as 
a "benevolent cornering of a market" for the purpose of dis
couraging transactions at other than prescribed prices. It goes 
without saying, of course, that this procedure can generate un
certainties as to changes in the government regulations and 
eligibility rules, for instance, which may be as serious as those 
price change uncertainties which are removed. 

Escalation contracts are frequently used in one business or 
another, especially where specific longer time commitments 
are involved which are renewed at relatively infrequent in
tervals. In the March 1965 issue of the magazine Broiler In
dustry (p 11) an integrator was reported as having presold 
75% of his production through mid-1966, or 15 months ahead, 
on a sliding scale formula with modifications designed to 
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share the risk. Such deals are apparently becoming a fairly 
common practice in various trades, and are referred to, vari
ously, as "share risk," "formula pricing," or "pricing in ad
vance" deals. 

Finally, we can list some of the specific characteristics of 
vertical industry complexes which have found futures market 
contracts a useful device. These are usually found where rela
tively long production cycles, as in agricultural or other ex
tractive industries, make substantial inventory positions neces
sary, where broad trading in staple articles makes ownership 
positions reasonably fungible, and where supply or demand 
variations lead to substantial price fluctuations. Firms in these 
industries have plenty of other worries as they try to provide 
the necessary "time, place, and form utilities" without adding 
or exposing themselves to the hazards of gyrating prices. The 
managers in these industries have a plentiful bundle of risks 
to manage, but the impact of price change over time is per
haps the biggest. These are the people who really need the 
futures market. For others it may be a convenience or an 
opportunity, but for them it is almost a necessity, if their re
sources and skills are to be employed most effectively. 

The risk of price change over time, therefore, is the essen
tial generating need for a futures market; its use as an instru
ment will be discussed later, after considering the parties who 
use the market, and the nature of a futures exchange market 
itself. 
2. It is always easy to over-simplify, and likewise to over-
classify our second category, that of the people who trade in 
commodity futures. Our present purpose will be best served, 
however, by concentrating on two broad groups, those whose 
primary operations are confined to the futures market alone, 
and those who use the market primarily as an adjunct to other 
commercial activities. 
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The first group is made up chiefly of the speculators and 
the floor traders. These participants give breadth to the mar
ket and they are almost always willing to take positions on 
either side of the market when the level of prices deviates 
from what they believe to be the "right" or the expected fu
ture price. They are dealers in uncertainty and risk—uncer
tainty when they are playing hunches or shooting in the dark, 
risk when they operate on the finer points of carefully analyzed 
situations, spreads and margins and the like. They provide 
a distinct service, but their activities are confined to opera
tions within the market itself and they hope to secure a profit 
thereby. 

The second group is made up of those who use the futures 
market as an adjunct to commercial operations outside the 
futures market, the dealers, the processors, the hedgers. This 
group tends to use the market primarily to reduce their biggest 
uncertainty—the danger of wide price swings—and to convert 
it to a manageable risk. 

It is this second group which provides the market with its 
principal reason for existence, makes it a valuable service 
establishment instead of a casino. The first group makes the 
service possible by seeking out value factors, by taking risks, 
and by providing a broad basis for trading, but it is the second 
group that many economists are likely to classify as more "eco
nomically productive." They are the ones who service the 
actual product flow, the conversion of basic resources into 
finished goods available at the time and place people want 
them. By all odds the most important use of the futures mar
ket by this group is for trades which match some commitment 
in actual goods. However, the assortment of transactions and 
commitments of most businesses generally leave them with a 
net "at-risk position" other than zero. For such firms the fu
tures market is an important instrument which permits a 
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planned net at-risk position to be attained without cramping 
or inhibiting opportunities to serve commercial customers. 
Thus, not all trades by those usually referred to as hedgers are 
necessarily paired operations. The farmer or cattleman re
ferred to above may carry the inventory of growing crops or 
livestock until he reaches a situation where he is willing to 
shift the major price-change risk to others, at which time he 
can sell futures contracts, which he will buy back when he 
delivers his finished products. 

3. This leaves us to consider the role of the commodity ex
change itself. This can be stated briefly, simply to complete 
the picture. It is the housekeeper, the referee, the provider 
of the trading facility. It is the custodian of the integrity of 
the whole operation. Supervised by government and by its 
own governing board, it issues rules, controls standards and 
practices, supervises deliveries, and, as a convenience, acts as 
middleman in each trade. Each futures contract is a commit
ment, long or short, with the exchange itself (with the ex
change or the clearing house keeping its own total position 
neatly balanced to a net commitment of zero.) 
D. What has been said about the various aspects of futures 
trading is not just to review the old familiar ground. Its pur
pose is to provide a perspective by focusing attention upon 
the particular factors that might help us to examine in a more 
meaningful way the relationships described in the title of my 
paper, "Economic Risk, Uncertainty and the Futures Market." 

What we want to examine now is the place of the futures 
market in the total complex of risks and uncertainties faced 
by operators who use futures trading. This naturally divides 
itself into those transactions which stand alone as speculative 
commitments not related to any other commercial business 
of the same entrepreneur, and those transactions which are 
an adjunct to related commercial operations. 
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Referring back to our spectrum which extended from com
plete Certainty to "pure" Uncertainty, the positions taken by 
various futures traders in the first category can schematically 
be arrayed according to the competence of the judgment they 
reflect and according to the degree of exposure that is en
tailed. T o illustrate, there may be large outright positions on 
the long or short side taken by men who are "playing the 
market" on the basis of hunch, rumor, or dope sheet; at the 
same time other similar positions are taken by speculators who 
are thoroughly aware of what they are doing, have studied as 
carefully as possible the measurable factors that influence the 
market, and are proceeding according to a well devised plan. 
It is obvious that the former are operating in the area we have 
characterized as "Uncertainty" while the latter are contribut
ing in a substantial way toward converting "Uncertainty" 
factors into "Risk" factors. 

In this same group (people whose market commitment is 
not associated with commercial activities) are those, for in
stance floor traders, who narrow their risks by exposing them
selves for only short periods (day traders) or tend to specialize 
in spreading between maturities, between markets or be
tween commodities. These people contribute a great deal 
toward spotting and correcting temporary or illogical dispari
ties within the market. Sometimes they become powerful 
enough to manipulate the market itself for short periods of 
time, in which case supervisory authorities are likely to be 
around with an eagle eye. The conclusion I would like to 
emphasize regarding this group of "intramarket" traders is 
that they make a contribution toward giving the market 
breadth and toward improving the focus of the forces in the 
market upon the determination of true economic values. As 
will be seen in discussing the second group, outside commer
cial considerations militate the position they take on the ex-
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change and the aggregate of such positions may be strongly 
unbalanced between long and short positions. Therefore, the 
flexibility of the speculators and traders tends to provide a 
demand on whichever side of the market there seems to be 
a deficiency, whether it be for long or short positions. 

Of the second group of participants in the market, the 
"hedged" commodity dealers, growers, processors, etc., are 
often not much concerned about what the "right" level of 
price may be. The fact that they hedge out their price com
mitment implicitly assumes that they do not know, or do not 
care, which direction prices will move, or can't afford to under
take such an unknown exposure. Most of these people are 
trying to set up a transaction which will offset a part of the 
risk entailed in other commercial operations. So long as the 
net residual of an individual's matched commitment (usual
ly referred to as his "basis") embraces price relationships 
which these traders are confident will not worsen during the 
life of their commitment, they need not much care whether 
prices are at the "right" economic level or not. These are 
people whose interest is not in appraising and taking on the 
risks of price change. Instead, they are intent upon escaping 
the uncertainties of price change by matching transactions, and 
thus limiting their risk to the residual factors which can't be 
precisely matched between their commercial commitments 
outside the futures market and the specific contract terms that 
apply to the transaction they are using on the exchange. 

Of course, the transactions of growers, dealers and proces
sors which are not matched to neutralize the major price risk 
element must be considered as speculative commitments in 
the sense that they result in a net exposure to the risk of price 
change. It should be noted, however, that these commitments 
are usually small in relation to the total trading by the firms 
involved, and that they usually represent considered positions 
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based on careful study and analysis. In other words they would 
fall in the classification of carefully managed risks in most 
cases. 

The Speculators 
The speculator who takes a simple long or short position 

obviously believes that, at least over a period of time, he can 
by some means or other anticipate price movements and take 
advantage of them. We can conclude that the successful spe
culators in this class have managed to find a way to make right 
predictions more often than wrong ones. A decision to get 
out or even to do nothing, is as important as the decision to 
get into the market. 

The net outcome of these decisions (measured in terms of 
the values committed times the per cent of price change in
curred) should have some correlation with the degree to which 
complete uncertainty (equivalent to pure chance) is modified 
by information, analysis or judgment. There may be system
atically unprofitable outcomes, as well as profitable ones, re
quiring replacements for those whose resources or endurance 
give out. The persistent loser is not a victim of pure chance; 
he is more likely to be the victim of poor information, poor 
analysis or poor judgment of a systematic sort. 

We can therefore illustrate our speculators on our "cer
tainty-uncertainty spectrum" in something like the following 
scheme: 

Figure VII 

Complete 
Certainty 

Profit A 
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What shows up here is that the degree of uncertainty (in 
the form of zero information) need not be synonymous with 
the degree of loss. Even a poor poker player may win or lose, 
especially if his opponents are equally bad players. The really 
bad losses are suffered by those who have information but 
systematically misapply it. We would expect, however, to find 
the more frequent long run profits accruing to those who are 
best equipped with information analysis and judgment (area 
A), and results to be more mixed as we approach the pure 
chance end of the scale (areas B and C). The frequency of 
consistent losses is probably greatest among the half-informed 
or those with perversely faulty analysis or judgment (some
where below the middle of the spectrum, in area D). 

Some speculators use various trading devices to modify the 
nature of their risks, by juggling one position against another 
through spreading or arbitrage, or by setting limits of various 
kinds. These traders generally feel that they can judge or anti
cipate the intra-market adjustments among various contracts 
better than they can the actual price level changes for a parti
cular contract. In any event they expect to profit by making 
correct anticipations regarding what will happen within the 
futures market itself, even though the forecast of actual price 
levels may seem to them to be either a "complete uncertainty" 
situation, or (if they are more sophisticated analysts) one in 
which the "risk" odds offer little to gain from an outright posi
tion. 
The Hedgers 

We will use this term loosely to identify those whose ex
change transactions are used primarily as an adjunct to com
mercial commitments. We said before that while it is con
ceivable that a futures market made up entirely of speculators 
could be said to provide an economically justifiable service 
by giving a broader trading base in the process of price deter-
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mination over time — a time dimension for the total market — 
this is an unlikely justification for the existence of a futures 
market. Its primary justification is the fact that futures mar
kets provide an extremely valuable adjunct in the handling 
of commodities themselves. 

Others have expounded in considerable detail the mechanics 
whereby the businessman can use futures contracts to con
trol his total exposure to the impact of price fluctuations. I 
am appending to this paper a brief note on the subject BASIS 
as a small contribution to this literature, but will not discuss 
it here. The important point here is that the futures contract 
is a valuable adjunct to the conduct of business. 

Some people say there is no such thing as a complete 
"hedge." There are always residual conditions in commercial 
transactions that are not completely matched by a counter
vailing position in a futures contract. This is true, as every 
man dealing in commodities knows. But, a position that is 
hedged in the futures market has made it possible for a busi
nessman to split off one factor — the uncertainty of major price 
changes over time — and eliminate most of that particular un
certainty from the considerations he has to worry about as he 
performs his other services. These services — storing, process
ing, shipping, etc. — require him to have commitments to own 
or to deliver the physical commodity — commitments which are 
frequently far beyond the amounts he can afford to carry with
out price-change protection. 

He can, with a futures market, divest himself of any re
sponsibility for knowing or judging what price changes will 
occur in the commodities in which he has an ownership com
mitment. He can if he wishes regard the future changes of 
price as a factor at the "complete uncertainty" end of the spec
trum so far as he is concerned. In other words, he can look 
upon this as a factor that is somebody else's field of specializa-
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tion. The "risk" elements he deals in — the trading condi
tions in which he is expert and in which his knowledge and 
judgment are more dependable — relate to the needs of 
his customers for special qualities, locations, delivery times 
and the like. In other words, since he is hedged, he doesn't 
have to administer a price risk; he divests himself of it. 

Dr. Holbrook Working in some of his discussions has con
cluded that most hedges are entered into for a profit.1 I think 
this is saying again that no hedge is perfect, and that the skill
ful operator is simply freed, by virtue of having hedged the 
major price-change exposure, to earn a profit by properly ad
ministering those risks he feels he is most competent to ad
minister. 

This situation can be illustrated again by referring to our 
certainty-uncertainty spectrum, redrawn in the new context: 

Figure VIII 

Profit 

Complete 
Certainty £1 

Loss 

Complete 
Uncertainty 
(pure chance) 

Here the total transaction is broken down into two parts: 
In area A are the residual risks (the "basis" transactions) which 
embrace the special considerations affecting the physical com
modity commitments other than price change over time. These 
are usually expressed as a premium or discount from the quot
ed nearby future. The price change exposure itself is effec-

4 Working, Holbrook, "Hedging Reconsidered," Journal of Farm Economics, 
November 1953, p . 544. This significant article discusses a number of types 
of "adjunct" uses of the futures market. 
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tively neutralized by the "offset" phenomenon or hedge, illus
trated by the crosshatched bar (B) placed for our purposes 
near the complete uncertainty end of the spectrum. The pro
fit or loss prospects here can be ignored because they cancel 
out. 

Certainly there are other uses besides hedging for which 
the businessman uses the futures market. After all, it is a 
channel for delivering commodities at the expiration of con
tracts. When it serves his purpose, it is therefore a useful in
strument for procurement or sale. Moreover, it is a rare busi
nessman who doesn't consider it wise at times to have a net 
exposed position, either in commodities themselves or in 
contracts. Here the futures market can serve a useful role as 
an extension of the total market, often a very efficient one, for 
adjusting his net exposed position to whatever he wants it to 
be, regardless of what he has to do to serve the needs of his 
trade clientele. 

T o discuss this last aspect of the commodity exchanges, how
ever, would require us to go back and re-examine our "Cer
tainty-uncertainty" spectrum in terms of all of the additional 
risks and uncertainties that relate to the whole field of inven
tory management in the conduct of business. In brief, the 
objective in risk management would seem to be to keep as 
many unhedged decisions as possible in the Measurable Risk 
area, and on the profit side of the center line; then confine 
the highly unmeasurable risks to matters that are either in
trinsically unimportant in their profit impact, or to "minor 
residuals" left over after hedging out the big price uncertain
ty elements. Specific examples of futures operations which 
have been presented by other writers and speakers can be bet
ter understood and, I am convinced, better evaluated if they 
are analyzed in this context. 
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T o summarize the essential points that have been made: 
(a) Uncertainty deals with the unknown; 
(b) Risk is associated with the application of measurement, 

analysis and judgment for the purpose of moving as far 
as we can in the direction toward certainty and away 
from uncertainty; 

(c) Futures trading provides an instrument where special
ists who wish to handle risks of price change can do so 
without having to handle the physical commodities; 
and at the same time, 

(d) The hedger has an instrument whereby he can escape, 
rather than having to overcome, price-change uncer
tainty as he performs his other useful services. 

Primarily through the resourcefulness of American business
men, we have created numerous devices for the intelligent 
management of the potential impact of price changes over 
time. An industrial structure cannot escape involvement in 
inventory commitments, but the individual businessman has 
three important types of alternatives or methods at hand for 
managing price risks: 

(a) Non-futures market devices such as control of physical 
inventories, use of last-in, first-out accounting, support 
prices, forward booking, etc. 

(b) Use of a futures market to adjust his net exposure to 
price risks according to a carefully studied plan of risk 
management. 

(c) Use of a futures market to escape the major price un
knowns through hedging. 

It might be offered as a golden rule for business managers 
that they should seek risks but shun uncertainties. The func
tion of the business manager inevitably requires him to bear 
risks. He normally wants very much to choose and control his 
risk exposure and to bear those risks which he feels he can 
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handle skillfully to a favorable outcome. By the same token 
he wants to drive to a minimum the uncertainties whose out
comes are largely a matter of chance or caprice beyond his 
knowledge or control. 

If the futures market is examined in this context, it will be 
found to be a very valuable instrument among the tools for 
business management. 

FUTURES TRADING NOTE:1 

What is "BASIS"? 

Last August 10, 1964, two members of the Minneapolis 
Grain Exchange (one representing a country shipper the other 
a flour manufacturer) were discussing the market. Actual cash 
prices weren't mentioned, although the September Future 
(the basis future) was $1.60% a bushel. 

"What's the Minneapolis cash basis today?" 
"It's going up. I just saw the market close at two under for 

ordinary protein compared with four under a week ago." 
"That means that basis country track it's around 22 under 

at Fargo. Can we do some business?" 
"My basis on those ten Fargo cars I offered you last week 

is 18 under, but the protein is 15 percent and it's 12 percent 
moisture; that should carry a good premium." 

"All right I can take ten cars of 15 protein at 16 under. Is 
it a deal?" 

"Yeah. We can start loading tomorrow. It's a deal." 
T o himself: (That's a profit of two cents — pretty good when 
you consider the market fell off a dime since I bought.") 

"fP w •«* TT ^ ^ 

In view of the promiscuous use of the word "basis," as illus
trated in this conversation, it seems essential that at least a few 

1 Reproduced by permission of the President and Fellows of Harvard College. 
H. B. Arthur, August 29, 1964. 
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of the key meanings of the term be clarified. The following 
discussion may, it is hoped, help the novice to take a few first 
steps with greater understanding. 

UNSCRAMBLING TERMINOLOGY R E L A T I N G T O 
"BASIS" IN FUTURES T R A D I N G (Key to symbols referred 
to in text): 

Figure IX 

o o o 
o o o o — Prices for commercial product transactions: 

various locations, grades, delivery terms, 
etc. 

— Price quotation for spot commodity of contract 
grade meeting all contract delivery terms 

— Price quotation for nearest future 

— Prices of more distant futures 

The noun "basis" is one of the very common trade terms 
used by futures market operators, but one which is misunder
stood by practically anyone outside the trade. Trying to get 
traders to give a sharp definition of the term is a frustrating 
experience. Every one of them can use the word to describe 
an exacting set of specifications, and another trader can un
derstand this meaning without any trouble; still, the next sen
tence may use "basis" in an entirely new sense. (The con
fusion over the word basis requires special care when the word 
pops up as an adjective or preposition, as in the cases of basis 
grade, basis f.o.b., basis Chicago, basis No. 2 Yellow corn, or 
even in its more usual dictionary meaning, as when we speak 
of quotations on a firm basis.) 

In order to help pin down the special uses of the word basis 
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as it relates specifically to futures trading, I would suggest that 
the word be defined in three stages. First, we can attempt a 
general statement which covers the essential aspects of its mean
ing whenever the word is used as a noun in connection with 
futures trading: 
1. BASIS (general definition) 

Whenever the word "BASIS" is used in connection with 
futures trading, it is a spread or difference (premium or 
discount) between the price of a futures contract (x) and 
a price relating to actual (o) grain (or other product). 

Usually the price of the futures contract for the nearest 
delivery month (X) is regarded as one side of this spread 
(for instance O-X, or o-X); however, more remote de

liveries (x), may be specifically designated in certain cases. 
The second stage, a specialized meaning, is one that may 

not relate to a specific transaction, but rather applies to the 
state of the market, future versus spot. It is a sort of bellwether 
guide or statistic. In order to distinguish it without trying 
to coin a lot of new words we can call it "the basis." 
2. THE BASIS (in market reporting) sometimes called "the 

cash basis." 
This is a statistical statement reflecting (as of any given 

time the premium or discount over the nearby future (X) 
of the cash price for a deliverable product of contract grade 
(O). The cash product is assumed to be available on a 
spot basis, ordinarily at the same delivery point as applies 
to the futures contract (i.e., O-X.) 

"The basis" is primarily important as a market report
ing device. It ties the futures market to the spot market, 
and shows how the relationship between the two change 
over time. The premium or discount reported as of any 
given time is a valuable point of reference for traders. 

3. MY BASIS (a specific trade position) 
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This use of the word "basis" expresses the premium or 
discount of a specific commitment (o) in actual grain (or 
other product) over or under a specific futures quotation 
(X or x.) 

If no delivery month is specified, the nearby future (X) 
is assumed to be the one employed; otherwise a particular 
delivery month is stated. The transaction in actual product 
refers to a particular grade, quality, location, delivery 
point and all considerations that identify some specific 
commitment (o) I have made. MY BASIS would refer to 
a purchase transaction or commitment in actual product, 
expressed as a price premium or discount from the speci
fied futures quotation in which I have made a correspond
ing hedge sale. In other words, this transaction results in 
my being "long the basis" (or, if I have a commitment 
to deliver specific actual product and have covered this 
by purchasing a futures contract I am "short the basis.")1 

MY BASIS represents the cost relationship I have estab
lished by a pair of specific trades or ownership positions 
(one in cash and one in futures). When used in this sense 
MY BASIS remains unchanged as long as these remain in 
effect, regardless of what may happen in the vertical price 
fluctuations on the market in the interim. I may, of 
course, switch my basis from one futures position to anoth
er in which case I revise my basis from, say, two cents 
under March to, perhaps, three cents under May. In any 
case my basis represents the price difference between a 
pair of firm commitments, and the size of the premium 
or discount represents a cost bench-mark against which I 

a T h e truth is that I am long MY BASIS, not long THE BASIS, in this case. An 
important part of what I have at risk is measured by THE BASIS (O-X) but I 
also have at risk, in addition, whatever spread exists between the quoted spot 
market -O- and the actual product I am committed for -o. 
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hope to profit by a favorable change in price relation
ships.2 

In this case, another aspect of MY BASIS has to be care
fully distinguished. This may be referred to as my "close-
out" or "opportunity" basis. This calls for the quotations 
at which I either do close out my position on both sides 
or have the opportunity to close out my positions. T o the 
extent that the spread has moved from MY BASIS (initial 
commitment) to a more favorable close-out basis my trans
actions have been successful. This "opportunity" basis 
then represents a trial balance that may be taken at any 
given time. 

ECONOMIC RISK, UNCERTAINTY AND 
THE FUTURES MARKET 

DISCUSSION 

CHAIRMAN GAUMNITZ: Mr. Arthur, you have cer
tainly given us a wealth of ideas and information. Thank you. 

Now, do you have some questions? 
BAKKEN: I would like to ask if there is such a thing as a 

perfect risk. 
A R T H U R : As a perfect risk? You take me pretty far over 

into the physical universe and the physicists say there is no 
such thing as a phenomenon that is so clearly defined that even 
with mass performance you would get absolute certainty. 

On the other hand, you can approach pretty close to cer
tainty. I think you would find it approached in the world 
covered by the natural scientists more accurately than you 
do in the world of the humanities or social sciences. 

BAKKEN: Insurance companies approach it pretty close
ly, don't they, with the actuarial tables? 

a I n daily operation of the market, the terminal elevator operator located at an 
authorized delivery point frequently hedges actual grain which meets the con
tract specifications in all respects. For such trades, MY BASIS can be considered 
practically identical with T H E BASIS as of the time the trade was instituted. 
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A R T H U R : No, I think insurance companies generally 
leave a pretty good padding under their actuarial tables, figur
ing that they have room in case other contingencies arise. They 
go a tremendous distance of course, from the complete un
certainty which exists for any individual case towards the great
er stability of the mass phenomena, that's sure. 

McROSTIE: In the security business, we talk about the 
distinction between intrinsic values and market analysis or 
charting techniques to try to minimize risks or define them. 
Does this kind of distinction exist in the trading in commodi
ties? If so, would you comment on the reliability of each for 
the minimization of risks. 

A R T H U R : I don't know that I am very competent to com
ment on it. I think you are referring to the distinction be
tween the pattern trader and the analyst who is looking for 
value. 

The pattern trader it seems to me is a fellow who denies that 
there is a rational way of getting at a future level of prices 
other than simply to expect the mass movements of the market 
to follow something that was established in the past and to ex
pect history to repeat itself, more or less. 

It seems to me this is a slender reed to lean on with all of 
your life savings. On the other hand, it may be a useful de
vice if you are searching desperately for clues. Don't ignore it, 
but, on the other hand, I suspect that the fellow who just 
relies upon it explicitly is down near the "uncertainty" end 
of my scale. 

M U T T I : You made a reference to a broiler integrator con
tractor contract some ten months ago. Who took the other 
side of this position in this case? 

A R T H U R : As I understand it, it was a chain store organi
zation, a regional chain, if I remember correctly. The idea, I 
presume, was that by this kind of an arrangement, there was 
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implicit a sharing of the profits as well as the losses. The broil
er integrator was going to operate with only half as much 
impact of the price swing as he would have if he carried all 
of the risk and sold at the market from week to week. 

M U T T I : Now, does the chain bear the impact of this un
certainty? They are doing this with a number of products 
so that as far as they are concerned, what if they do lose in 
this particular area. They hope in some other place to balance 
out. Is this the real reason why the food chain is willing to 
do this. 

A R T H U R : Your suggestion is one possibility. We are 
getting over into pure conjecture. I certainly don't want to 
presume that either the article stated or that I know the 
fact in this case. 

It does seem to me fairly clear that chain stores in their 
pricing do have a certain amount of absorbent layer of mar
gin. They can manage their marketing of broilers to a cer
tain extent because they don't have to reflect every change 
in the wholesale level in their retail repricing. This may be one 
of the elements in addition to the one you mentioned. 

Your comment, I believe, refers to the fact that they can 
soak up the give and take in broilers because they sell so many 
products. Even in broilers they may have enough stickiness 
in the relationship between wholesale and retail pricing that 
they could absorb some of the variance in price in order to be 
either assured that they will have a dependable supply. It may 
be one of their motivations — or they may just feel that the 
odds are in favor of the prices going up, and they would like to 
be contracted so that they would gain a portion of that rise 
as well as their usual margin on selling broilers. 

It is an interesting thing that yesterday in response to a 
question, one of our speakers — it was Mr. Wilson from Con
tinental Grain — said that we total up our cash position and 
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our futures position speaking of them as though the cash 
position includes a forward sale to a customer as well as actual 
holdings of inventory. In other words, it includes a lot of 
commitments as well as ownership, and these commitments 
provide a "net at risk position" which will correspond with 
Mr. Wilson's cash position in order to know what you might 
want to offset with a futures market hedge. 

This is an interesting phenomenon, and I suspect that we 
could say categorically that the accounting profession prefers 
to go down another road and doesn't really bring this into 
the official books of account of a firm. It is a memorandum 
account, and the accountant thinks he is being conservative by 
not picking up, on the results of the firm, anything until it 
has been delivered. 

The balancing of the total at risk position of a firm by using 
a futures market is a very intriguing arrangement with a lot 
of kinks in it. 

ANDERSON: I am intrigued by the spectrum of certainty-
uncertainty of the speculator. I don't think I am taking issue 
with what you have said here, but I would like a clarifica
tion on the individuals that we find at the two ends of the 
spectrum. 

It seems to me you have implied in your discussion that 
these people are dealing essentially with the same phenome
non, price change in a market, but that their abilities to quanti
fy and to make probabilistic statements about the quantifica
tion of cause-effect relationships, may limit their performance 
in this market. 

So, I am simply wondering if the phenomenon of price 
change is in fact at some point on this spectrum, but that in
dividuals dealing with that phenomenon tend to fall at dif
ferent points along your spectrum. 

A R T H U R : I will try to comment and see whether that 
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will pull your comment into the context of my discussion. In 
the first place, a fellow who has an effective blindfold on him 
is maybe thought of as being down here. (Indicating toward 
"uncertainty") 

A fellow whose eyes are open and can work in an area where 
he feels he has some confidence about the environment, about 
the context within which he is taking risks, moves up towards 
the certainty end of the spectrum. 

Now, I think what you had in mind was that if one super
imposes and redefines this spectrum, he could conceive it in 
terms of how predetermined price changes are — where the 
element that "God only knows" is going to put us on the 
scale, after considering the things that only our lack of edu
cation prevents us from moving well over toward certainty. 

I will be darned if I know. Certainly, the economics pro
fessor has not reached far enough to give us any assurance that 
we can put a specific point for this on our chart up here. At 
least, I don't know any economists who are invariably success
ful in futures trading, but I think you are using the spectrum 
with a different definition of the phenomenon you want to 
depict on it. 

ANDERSON: Yes, I am sure I am. I just wanted your 
comments on this. I think what I am saying essentially is that 
some of the forces determining price movement in a market 
are quantifiable, some are unquantifiable, some can be stated 
in a functional relationship probabilistically, some cannot, and 
like you say, God only knows where it is going to fall in this 
spectrum, but conceivably, theoretically, it could fall at some 
point between certainty and uncertainty. 

A R T H U R : Yes, I think it could, and it probably would 
fall in a different point depending upon how long a look we 
want to take into the future. 

I remember Professor Taussig, and this dates me, I think 
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I was in his last class, and he gave up teaching after me (Laugh
ter). In his class he said that if he were selecting a man to re
present him in floor trading on a commodity exchange or 
operating on the floor of the New York Stock Market, and had 
his choice between his best student of economics and a man 
who sensed mass psychology changes, who had a commercial 
touch, who worked by what seems to be intuition, he said, 
"For short time trading, give me that 'commercial touch' guy. 
I haven't done anything to make a fellow the most skilled man 
in this short time swing analysis in all my experience in train
ing economists." 

So, there is an area here that is interesting for contempla
tion, but I don't know whether we can hope to find any tang
ible answer. 

ANDERSON: On terminology, one last question. Would 
it be a fair statement, then, if we are talking about the pheno
mena of price movement in a market of this type to say it is 
an amalgamation of risk and uncertainty in the terms that 
you cast this? 

A R T H U R : Yes, I think that any business judgment is go
ing to be somewhat of a mixture between the certainty and un
certainty, and as you have a bigger proportion of things which 
you can classify as manageable "risks", you enable the busi
nessman to be operating up nearer this certainty end of the 
spectrum. 

GOLDBERG: The other speakers gave estimates of how 
they believe futures markets will be utilized in the future — 
as to the expansion or decline in their utilization. On the 
basis of your analysis, how do you feel about the future of 
futures markets? 

A R T H U R : I don't know that I can get any basis for a firm 
conclusion. We certainly can think of things that are happen
ing to the institutions we live with which reduce the degree 
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to which we may have to turn to a futures market as an ele
ment to enable us to do business with decisions more near the 
certainty level, the certainty end of the scale. 

For instance, if the government takes over the problem of 
administering prices and makes it work, the futures market 
is constricted in the services for which it will be useful. 

On the other hand, I can conceive of a government adminis
tered price structure in which the government would leave 
room for a futures market to operate in terms of some of the 
internal adjustments of that price structure. 

So, here I don't think I would say that a greater administra
tion of prices by the government necessarily rules out a place 
for a futures market. Past experience would suggest that it 
would, but past experience also suggests that the government 
hasn't really found the ideal answer to these geographic and 
quality differentials so, I don't know how to answer it in any 
determinative sense. I wish I could. Certainly the futures 
market has been very useful. It has been useful especially where 
the commodities are staples and not differentiated products. 

It has probably been more useful in an economy where in
tegration, vertical integration, has not been too big a factor, 
although this I don't think is a safe conclusion because only 
one transfer in the vertical movement of commodities may be 
enough to justify a futures market. 

E H R I C H : Just to speak to that last point, I recall talking 
to some grain people in Minneapolis who are integrated. The 
milling firm had a terminal elevator, etc. They say their posi
tion in a futures market with respect to their million opera
tion does not depend at all on what they are doing in the ter
minal market. They have got their boys selling and buying 
hedges independently in the open market because they feel 
that this gives them the best use of the futures market. In other 
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words, they are fully integrated. They could cancel this all 
out, but they don't, they choose not to. 

A R T H U R : I think this is a very useful observation because 
we see it time and again. It existed within Swift and Com
pany. It exists in the managing of the cattle business, the 
Kern County Land Company, where they have huge breeding 
herds and feed lots. They run these two segments indepen
dently because they feel that, just as there is room for people 
to work with basis in dealing in grains, there is room for peo
ple to take advantage of the geographic differentials within 
segments of an integrated firm. 

EHRICH: Doesn't this also speak to Gruetzmacher's point 
on the superior intelligence of the market. In other words, 
if we assume that the market is a conglomeration of all opinions 
into a price, then the best way to arrive at the value and rates 
in the accounting-type operation within an integrated firm 
is, I think, to use this free market price. 

A R T H U R : Yes. A free market does two things here, how
ever. First, it does permit all kinds of pressures to have their 
impact whereas a formulated schedule that somebody drew 
up ahead of time may not be responsive in that way. But the 
second thing it does is to permit the fragmentation of a total 
risk so that a person can apply his own decisions to those ele
ments of this total risk picture (geographic differences, trans
portation, etc.) when he thinks his expertness has greater pros
pect of success than when he has to carry the whole risk of 
the major price swing in conducting business. So it does both 
things, and both are very valuable contributions. 

GAUMNITZ: I think we have given Professor Arthur 
quite a strenuous workout. (Applause) 
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MODERATOR: Dr. Leonard Schruben, Department of 
Agricultural Economics, Kansas State University 

T, HE time has now arrived for 
"Show and Tell ." It is a time to relate and exchange experi
ences connected with teaching about commodity markets. An 
examination of economics and marketing textbooks disclosed 
that very little or no attention was being given to marketing 
of commodities and that was one of the things which prompted 
this seminar. The program committee concluded that teach
ers of economics and marketing had little help on this sub
ject in the form of teaching aids. 

It seemed desirable to expose students in college economics 
classes to some of the facts of life concerning commodity mar
kets. If help were not available elsewhere, perhaps the best 
thing to do would be to bring to Chicago a select group of 
teachers and give them an opportunity to see this market in 
operation and to discuss its function in the economy. 

Various aspects of the commodity exchange have been dis
cussed the past several days. Papers have been presented by 
college professors and professional economists as well as by 
trade representatives. All have been of a high caliber. Dis
cussions in an atmosphere of free inquiry with opportunities 
for questions have facilitated the exchange of information 
about the role of commodity exchanges in the economy. By 
observing important real life experiences in the affairs of peo
ple our understanding of how the exchange economy actually 
functions has been broadened. 
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Educational experts seem to agree that our understanding 
of the theory of a subject is enlarged if we associate the ele
ments of theory with real world events. This seems especially 
true when teaching beginning students. 

One purpose of this symposium has been to help us to be
come better teachers of economics. At this time we are go
ing to call upon three members of the Educational Advisory 
Committee to share with us some of their teaching experiences. 
Later there will be ample time for others to cite instances 
where specific examples have been useful in teaching college 
economics. 

First, we are going to call on Dean Gaumnitz who will 
illustrate some of the things that he has found useful in teach
ing. The second speaker will be Professor Mutti who will 
discuss some application in teaching agricultural marketing. 
Many educators are increasingly involved in adult education 
programs for people who do not have the theoretical or aca
demic background in either economics or marketing. For 
illustrations in handling teaching assignments among this 
group we will call on Professor Pederson. He has had practical 
experience in working with adult managers of business firms, 
and he will discuss some of the principles he teaches and some 
of the uses he makes of examples from the Chicago Board 
of Trade. 
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Dean E. A. Gaumnitz, School of Commerce, 

University of Wisconsin 

I assume that those who follow me will supply illustra
tions that are concerned largely with basic agricultural com
modities. For this reason, I wish to direct your attention to 
the realization that much of business, in whatever field, is 
concerned with agreements that must of necessity refer to 
future performance. T o this extent, much of the commer
cial world is concerned with "futures" transactions. A few 
years ago in some regulative discussions, references were made 
to "phantom wheat" with the implication that wheat that was 
not yet in existence, but was nevertheless being bought and 
sold, somehow constituted an undesirable transaction. This 
must have been primarily because of the fact that the trans
actions referred to a commodity not then in existence. This 
illustrates the type of erroneous reasoning that surrounds 
much of the discussion of the logic and the mechanics of the 
futures market. 

A large part of the discussions that you have had thus far 
in this seminar has been directed toward increasing your 
knowledge and understanding of the nature, the purpose, the 
economic services, and the necessity for the type of services 
rendered by the Chicago Board of Trade and other organized 
markets of a similar, but less highly developed type. 

Suppose we consider for the moment the nature of the 
transaction that arises when a contractor agrees with a prospec
tive owner concerning the construction of a building that is 
in the stage of blueprints and specifications. Based on infor
mation as accurate as the two parties can ascertain, an agree-
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ment is made for the contractor to sell an assembled product 
— the building — to the prospective building owner. It should 
be observed that at the time, the materials and the services 
that will be used in the construction of the building may not 
be in existence, and especially the combination of the two has 
not taken place. T o this extent, the building contract is a 
"futures" transaction in that it relates to deliveries to be made 
in the future of goods that may not be in existence. It involves 
indirectly economic conditions that pertain to the future and 
which therefore cannot be known at the present time. Many 
of these factors are common to all contracts, including those 
in basic agricultural commodities. But, of course, there are 
differences such as illustrated by the special character of ex
change contracts that have been explained in papers previous
ly presented in this seminar. 

If one were to select a variety of industrial activities and 
consider whether the business is concerned with present or 
future performance, the conclusion would undoubtedly be 
that much more of our business life is concerned with the fu
ture than with the present. Viewed in this light, we can arrive 
at the conclusion that basic agriculture commodities have cer
tain physical traits that permit transactions relating to the fu
ture to be made with reasonable certainty with respect to grade, 
promised delivery date, costs of services rendered, and other 
factors. However, there are still many uncertainties remain
ing, such as supply conditions at the contract date of delivery, 
demand conditions, and a host of other factors concerning 
which an organized commodity market can give protection to 
the buyer and seller. 

It is helpful in analyzing our total market economy to realize 
the proper function performed by our agricultural commodity 
markets and to evaluate the contribution made by this im
portant institution in our total marketing service. 
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R. J. Mutti, Professor of Agricultural Marketing, 

University of Illinois 

My presentation will indicate how I use material relating 
to the futures market in teaching an undergraduate course in 
the marketing of agricultural products — a course given in 
most colleges of agriculture. Several departments of agri
cultural economics also offer marketing courses relating to a 
particular commodity or commodity group, but I will not refer 
to them in my presentation. 

Our introductory course has 44 sessions of 50 minutes each. 
Three of these sessions cover subjects with illustrations drawn 
almost exclusively from the futures markets. In one period 
we discuss specifically how farmers may use futures markets 
(could also be for other business firms, but in our case we 

are dealing with decisions that confront farmers in marketing 
their products). We briefly present five examples, which are: 

(1) Use of quotations from futures markets as indicators 
of a product's value — to decide whether to sell now or 
later, and where to sell. 

(2) Selling contracts equivalent to all or part of the expected 
production from a growing crop before harvest in order 
to assure oneself of a certain price. 

(3) The possibility of hedging to earn a carying charge on 
grain from use of storage facilities; (In Illinois there 
are a few farms with storage facilities of 30,000 to 
40,000 bushels, so for them this practice is a definite 
possibility; however, we use this example primarily to 
illustrate how country grain receivers can generate earn
ing from unused storage space). 
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(4) The opportunity to "fix" the price of feed in livestock 
feeding operations. When feed must be bought at some 
later date a cattle feeder or a turkey feeder may protect 
himself against a price rise by purchasing soybean meal 
and corn futures (and selling these contracts when he 
purchases the physical commodity); with the recent 
establishment of trading in cattle futures it is now pos
sible to involve students still further by-showing how 
live cattle futures may be sold when feeder calves are 
purchased (and then covering these contracts when the 
fattened cattle are marketed). In a real sense this exer
cise shows how a manufacturing operation may be con
ducted on the farm with price risks shifted so that prof
its earned come primarily from the feeder's efficiency in 
converting feed into livestock. 

(5) Show that the futures market is and can be used by 
farmers who desire to speculate in a possible price rise 
even though their physical commodity has already been 
marketed. Farmers who do not have storage facilities 
have to sell their crop at harvest time; if they have a 
strong belief that the price will rise they may buy a fu
tures contract in the hope of gaining from this expected 
rise. Data gathered irregularly by the Commodity Ex
change Authority which show the occupation of those 
engaged in futures trading have always shown that a 
large number of speculators are farmers. 

Seldom do I complete the discussion of the preceding exam
ples in one class period. Students have some questions, and we 
try to make clear that sales may be hedged as well as purchases 
(using a wheat miller's or a soybean processor's operations as 
examples). 

An exercise designed mainly to illustrate the marketing func
tion of securing and disseminating market information is used 
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in another class period. The assignment involves a series of 
questions based on the content of the commodity market page 
of The Wall Street Journal. Students are asked to: 

(1) List the cash or spot market prices for one of two kinds 
of grain from all of the markets that are listed (provides 
an illustration for a discussion of location theory in 
terms of geographic price differences) 

(2) Select a particular grain and tabulate the different 
prices, grade characteristics, and freight billing for each 
grade of that grain reported (provides an opportunity 
to associate prices with the various determinants of 
value for a specific lot of a commodity) 

(3) List all of the commodities and the months for which 
futures trading is carried on for each, so that students 
become familiar with products traded in commodity 
markets as well as the idea of many different contracts. 

(4) Use the quoted prices for soybeans, soybean oil, and 
soybean meal to calculate the returns from the soybeans 
if converted into products — not only for the spot mar
ket, but also from a forward purchase and sale some 
four or five months ahead. 

(5) Tabulate "to arrive" bids and "track country station" 
bids for soybeans; in our discussion we point out that 
grain firms are able to make these bids for a product not 
yet received because they have an opportunity to trans
fer price risks by hedging in the futures market. 

We have one class session in which the commodity exchange 
is discussed in an institutional framework; we define and ex
plain the nature of the futures market and futures trading, 
where it is done, and why it is done for some products and not 
for others. The material presented by Roger Gray at this 
seminar will be helpful in this session. 

In other parts of the course reference is made to the futures 
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market when other ideas are being explored. Thus, in dis
cussing price determination and the specific forces of supply 
and demand affecting prices, we cite examples from activities 
in the futures markets, and the futures markets as a market 
where these forces are brought together. In another part of 
the course we refer to the regulation of marketing activities 
as one very important marketing function. Most texts include 
material pointing out governmental regulations; we use these, 
but we also point out that there is a good deal of self-imposed 
regulation by an industry itself (illustrations from the Board 
of Trade Rules and Regulations fit well into this particular 
discussion). 

In discussing the marketing function of standardization we 
point out that the use of standards is essential before futures 
trading can take place. Finally, in the latter part of the course 
we spend considerable time on the subject of integration and 
contract sales. As Henry Bakken stated earlier in this Seminar, 
a high percentage of agricultural commodities are now sold 
for future delivery in some form. 

I have pointed out how I used examples from the commodity 
markets in a general marketing course. If you wish more speci
fic examples relating to grain marketing, I suggest you direct 
some questions to our chairman, Dr. Schruben, who teaches 
a grain marketing course at Kansas State University. 
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Harold C. Pederson, Acting State Leader of Extension 

Programs and Extension Economist in Marketing, 

Institute of Agriculture, University of Minnesota 

The task of summarizing experiences for illustrations of 
educational work carried on with managers of country grain 
elevator businesses is an involved undertaking. The effort 
required helps me appreciate what a speaker at an annual 
country elevator association meeting meant when he used 
a story to impress upon the stockholders the complicated posi
tion occupied by their manager. 

He referred to a situation where the equipment for unload
ing and elevating the grain at a country elevator failed to 
function. A long line of loads of grain waiting to be unloaded 
soon formed. The problem could neither be determined nor 
corrected by any member of the manager's crew so an urgent 
call was made for an expert mechanic to report as quickly 
as possible. 

Fortunately, the expert arrived in less than an hour. He 
was an energetic individual and with tools dangling from his 
belt climbed quickly and soon disappeared into the lofty struc
ture. There was silence but this was soon broken by the sound 
of a hammer used on metal. The expert returned to the main 
floor in a few moments and said the equipment was again in 
working order. It was. This successful mechanic hurriedly 
made out a statement in the amount of one hundred and fifty 
dollars for services rendered and prepared to leave. 

The manager glanced at the bill and then commented, "I 
don't question the value of your services but a bill of this 
amount — one hundred and fifty dollars — ought to be itemized 
in more detail." 
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The expert disgustedly prepared an alternative bill which 
read: "One dollar for pounding with a hammer, and one 
hundred forty-nine dollars for knowing where to pound." 
(Laughter) 

The expert referred to in this story obviously had mastered 
a skill. The results of his efforts no doubt yielded both satis
faction and a good income. The country grain elevator manag
er with similar goals in mind — satisfaction and income — must 
make numerous decisions over a wide range of situations. He 
must know when, where and how to use his talents. And 
efforts he may undertake to improve his skills must be planned 
so as not to seriously interfere with his regular responsibilities 
or with peak seasons when business requires maximum atten
tion. Really, this manager assumes an unusual role in his mar
ket center. He must keep customers satisfied and yet he knows 
that he will soon be out of business if he pays too much, and 
that he won't have any business if he doesn't pay enough. 
Moreover, his business undergoes change from one period to 
another. This means he must keep abreast of new develop
ments. Examples of far-reaching changes are the recent 
changes associated with picker-shelling of corn, artificial dry
ing of grain, changing production areas, new grain production 
techniques, transportation changes, and others. 

This is an all too brief background of the experiences which 
present day county grain elevator managers encounter. It 
does, however, serve as the basis in justifying and itemizing 
guidelines to consider in sponsoring educational programs for 
grain elevator managers. The list follows: 

1. Once introductory explanations of the principles in
volved in marketing topics are presented, elevator man
agers are likely to favor topics and discussions that apply 
to their business. Time is limited to topics such as: 
"How can futures markets help me in my everyday busi-
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ness?" "What significance is the futures market to me?" 
Examples on how a manager uses the futures market; and 
other topics of current interest. The educational ma
terials made available by and through the Chicago Board 
of Trade have been exceedingly helpful in meeting these 
needs. 

2. The importance of including representatives from the 
grain industry in continuing educational programs has 
real merit. Personally, I would hesitate to discuss cer
tain problems of interest to grain elevator managers when 
there are knowledgeable individuals within the industry 
who are willing to do so. 

3. The type of educational meeting arranged for managers 
need not necessarily be a one-day affair. A sufficient num
ber of two, three or more days in a series or at weekly or 
monthly intervals have proven successful. 

4. The time of year for such events is especially important. 
Unless the subject matter presented has an urgent ap
peal certain months are preferred to others. In Min
nesota the preferred months seem to be December 
through March. 

5. The time of the day chosen is important. The evaluation 
of questionnaires submitted to nearly a thousand Min
nesota elevator managers during the past three years in
dicate that the 4:00 - 9:00 P.M. sessions are preferred. 

6. Grain elevator managers also have expressed a need for 
more educational grain marketing programs for produc
ers. This view, they say, is desired as much of the grain 
is kept on farms for long periods. This involves costs, and 
at times losses, which are important to the total grain 
industry. 

Now, in summary, two examples serve to indicate the good 
that may result from work carried on with these non-credit 
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off-campus or on-campus programs for country elevator man
agers. In one instance, I recall one young man who accepted 
a position as a manager of a large farmer's cooperative elevator 
in southern Minnesota. This association had a series of bad 
years before be became manager. Three years of good man
agement changed the situation substantially. This young man 
has often remarked that his participation in a three-week short 
course held for managers not only assisted him directly, but, 
also, helped guide him to sources of information and assistance 
that enabled him to enjoy the progress he had made. 

In another instance, an assistant county agricultural exten
sion agent said his educational work in farm management has 
become more effective since he became familiar with the fu
tures market and could discuss its merits with his cooperators. 
This over-view of experiences with country grain elevator 
managers and the producers they serve prompts me to con
clude with this question: Can non-credit off-campus courses 
offered to extend educational information on commodity mar
kets and numerous related marketing subjects be upgraded 
so as to more effectively accomplish our objectives? I hope the 
question can be answered "yes." 
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SUMMARY DISCUSSION 

SCHRUBEN: You will notice from your program that the 
schedule for this afternoon omitted mention of adjournment 
time. This should allow all the time you want for questions 
and discussion. 

There are at least five participants, not counting the Educa
tional Advisory Committee, who have had experience in deal
ing with questions of futures trading, have written on the sub
ject, and have used commodity markets as examples in illus
trating economic principles. Before we conclude this session, 
perhaps we can hear also from these people. 

First though, perhaps there are questions you would like to 
ask Dean Gaumnitz, Professor Mutti or Professor Pederson. 
Any questions that you would like to direct to these people? 

BAKKEN: No comment was made by these individuals of 
graduate courses, and I wondered to what extent graduate 
marketing courses give attention to this phase of marketing. 

DAVIS: We have a course in marketing problems at the 
graduate level, and one of the problems involves cereal mar
keting and hedging. We give considerable time to that phase 
of marketing management. 

At the undergraduate level, we also have a course in market
ing management in which we discuss cereal marketing. We 
also have at the undergraduate level a course in marketing 
problems which includes a hedging problem. 

SCHRUBEN: Are there any other illustrations to answer 
Henry's question? Some institutions offer complete courses 
in futures trading, such as the course at Stanford. 

E H R I C H : Along that line, there is a lot of interdisciplinary 
interest in that Stanford course from students in the business 
school and the economics department. 

M A R T I N : At Maryland there was a course offered at the 
advanced undergraduate-graduate level, which included in-
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formation on the way futures trading was handled in com
modity markets. There were four night sessions to which in
dustry people were invited. Guests from one of the brokerage 
firms came and talked to these sessions. This was well ac
cepted because it provided the students with an opportunity 
to talk to people in the trade. 

SCHRUBEN: I would like to list a few topics which can 
be illustrated by activities at the Chicago Board of Trade. 

Arbitrage seems to be a difficult concept for some students 
until you illustrate it with concrete transactions. Risk and 
uncertainty, elements of competition, the economic man, and 
the psychology of the market can each be illustrated by events 
occurring at the Chicago Board of Trade. 

Often, illustrations of specialization are from the produc
tion side of our economic endeavor. However, specialization 
in marketing must accompany specialization in production if 
the economy is to benefit from the efficiencies of specialization 
in production. The Chicago Board of Trade is an excellent 
illlustration of the kind of specialization in marketing which 
is necessary if the economies of roundabout production are 
to be achieved. 

Certainly, the efficiency in exchanging title to grain at this 
market is something to observe. The output per unit of input 
must be extremely high in this market when you compare it 
with markets in other parts of the world where thirty minutes' 
haggling over the price of a cup of rice is commonplace. 

Another illustration which seems to me to stand out here 
is business integrity. You find men committing from their 
personal fortunes thousands and sometimes millions of dollars 
based on the integrity of the oral or spoken word of the other 
party to the transaction. 

EHRICH: In teaching price analysis, I find the activities 
in the wheat pit or the soybean pit illustrate effectively arbi-
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trage and the whole problem of price discovery (as opposed 
to price determining forces). The different types of specu
lators, the spreader, the scalper and the position trader are 
valuable examples in explaining how prices are discovered 
in a market place. Tha t is to say, prices just aren't there, they 
are discovered. Somebody doesn't just set the price. You 
can show that getting to the transaction price is a process of 
give and take and arbitrage. I use the idea of the speculator 
in this regard, I think, to the great advantage. 

U H R I G : I have been primarily concerned with extension 
work and am just getting started in the field. I found the use 
of visuals very effective in presenting market and price in
formation to farm groups. The Board of Trade has quite a 
wealth of visual material available, including slide sets and 
films. I found it useful to make up a set tailored to my own 
needs expressing simple ideas, and then I build my talk around 
this. I think this provides great flexibility in both the length 
of talk and the detail with which I wish to cover any particular 
item. 

I have also found it necessary in many cases to start at the 
beginning levels. I believe that more than one, two, or three 
hours of meetings on the futures market are necessary to en
able farmers to successfully use the information. In order 
for them to gain experience, I think we need schools where 
they actually go through examples, and take a position, per
haps on paper, and compare the results of this over time. 

SCHRUBEN: This brings out a point that is well taken. 
Adults who approach this question may need to understand 
how a futures market operates even though they themselves 
don't become traders. 

This reminds me of another question. Are any of you 
teaching courses of this sort in late afternoon or evening classes 
where you have businessmen enrolled? 
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BROWN: Every night. 
ANDERSON: I would just like to react briefly. As one 

who is attempting to do research in the area of grain market
ing, I certainly am appreciative of the opportunity that the 
Board of Trade affords in these kinds of meetings. The ex
change of thoughts with people actively operating in the trade 
helps us researchers to avoid sitting in our ivory towers and 
presenting our biases. Sometimes we dignify them by calling 
them hypotheses. We certainly need these kinds of contacts 
to put empirical realism into some of the things we are trying 
to do. The point is that those of us who are working in the 
academic area are appreciative of these kinds of opportunities. 
If we are to explain and understand how our economy oper
ates, we need more fully to understand each segment. The 
amount of contact that one can gain through a meeting like 
this in a relatively short period of time and the breadth of 
areas that can be covered in considerable depth through dis
cussion and response of the audience, certainly provides each 
one of us who are working in this area a considerable amount 
of hypotheses-forming material to carry back with us. I cer
tainly am appreciative of this. 

DIETZ: I would like to comment that I am thankful for 
your having invited people from the finance area. The basic 
finance texts neglect this area. I find no reference to the im
portance of the futures market in the texts, yet here is what 
I assume to be a rather great extension of credit. An example 
is the need for futures in carrying warehouse receipts. 

I hope that future seminars of this nature might be able 
to make finance people aware of these situations. 

SCHRUBEN: Thank you. Your next book undoubtedly 
will have a chapter on this. 

DIETZ: At least one chapter. 
SCHRUBEN: Are there any other comments? 
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Bureau of, 56, 57-58 

Minneapolis Grain Exchange, 129, 231 

Moors, 6 
Munitions Industries, 43-46, 63 
Natural Resources Committee, 75 
New York Produce Exchange, 127 
New York Stock Market, 240 
New Zealand, 197 
Oats, 27, 90, 110, 123-124, 211 
Olive Oil, 206 
Onions, 86, 119, 124-125, 134-135 
Open Interest, 116, 126 
Orders 

placement of, 101-113 
sequence in processing, 106 
types of, 106-113 

Overtrading, 22 
Ozarks, 51, 52 
Philippines, 210 
Planned Economy 

limitations of, 38-44 
Pork Bellies, 86, 123-124 
Potatoes, 77-80, 83, 85-86, 89, 92-94, 

98-99, 118-119, 123-124, 127, 135 
Pravda, 42 
Price 

amplitude minimized, 203-204 
behavior characteristics, 84-87 
behavior in Futures, 71-99 
cobweb cycles, 86 
dissemination, 101-113 
gyrating, 220 
quotations, 105-106 
reporting, 101-113 
spot, 249 
spreads, 76 
ticker, 102-106 
"to arrive", 249 
vertical risk, 199, 204 

Pricing, 23 
formula, 219-220 

Product 
homogeneity, 73-74 

Property 
incorporal, 2 
intangible, 2 

Public Law 480, 26, 191 
Puts, 208 
Puts and Calls 

calls, 208 
puts, 208 

Rape Seed, 211 

R.E.A., 59 [263] 
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197-198, 204 
151, 156 

Research, 55-58 
Resettlement Administration, 51, 52-54 
Rice, 90, 256 

Dojima market, 10 
trade in, 8-14 

"Ringing Out", 16 
Risks 

economic, 213-231, 256 
insurance, 179, 185 
perfect, 235 
premiums paid, 81 
summarized, 230-231 
transfer of, 82 
vertical price, 199-200 

Rivers 
Mississippi floods, 42 
Mississippi navigation 
St. Lawrence, 179 

Robber barons, 7 
Russia, 38-39, 42, 164, 
Rye, 27, 110, 123-124, 
Salt, 13 
Sea products, 13 
Short 

selling, 88 
Shorts, 117, 122-123, 129, 131-133 
Silk, 13 
Silver, 7 
Socialism, 39 
Soy Beans, 89, 110, 121-122, 124, 129, 

131, 135, 152-153, 155, 184-186, 203, 
210, 248-249 
crushers, 202 

Soy Bean Meal, 107, 118, 128-129, 131, 
149, 203, 249 

Soy Bean Oil, 107, 
148, 149, 203, 249 

Speculation, 23-24, 
131-133, 136-137, 142, 200 

Speculators, 141-144, 207-208, 215, 221 
223-226 
viewpoint, 159-175 

Spain, 197, 206-207 
Spot 

markets, 3, 4, 37-41, 75, 200 
prices, 249 

Speculative traders, 4 
South America, 4 
Stock market, 88 
Sugar, 13, 89, 124, 202, 211 
Sunflower, 211 

128-129, 131, 147-

93, 119-124, 128, 

Sweet corn, 160 
Swift and Company, 242 
Tea, 13 
Telequote III, 104 
Textiles, 13, 45-46 
Tobacco, 219 
Tokugawa Era, 8-12 
Trade 

intramarket, 223 
rice, 8-14 
rules, 11-12 

Transactions 
economic linkages, 216 
elements of, 6-7 
win or lose, 28-30 

Transportation 
barge, 180 
cost of, 39-40 
ocean, 180 
railway, 40, 180, 192-193 
truck, 40 

T.V.A., 53-54, 59, 61 
Uncertainty, 213-231, 256 

spectrum (illus.), 225, 228 
United Kingdom 

196-197, 201, 204, 211 
Universal Oil Products, 56-57 
U.S.D.A., 130-131, 155 
U.S.S.R., 38-39, 164, 197, 198 
Vegetable Oil, 127, 206 
Vegetable Oil Scandal, 88 
Wages, 46-54 
Wall Street Journal, 249 
War 

Civil, 162 
Fourth Crusade, 199 
Production Board, 43 
World I, 167 
World II, 43, 44 
World III, 164 

Warehouse Receipts, 258 
forgery of, 127 
origin of, 9-10 

War Production Board, 43, 63 
Western Union Telegraph Company, 

103 
Wheat, 26, 27, 76-77, 79, 84-85, 87, 90, 

112-113, 118, 121-122, 124, 129, 143, 
155, 165, 167-168, 182-183, 186, 191-
192, 211, 248 
"phantom", 245 
"wind", 142 

Wool, 123, 211 

Wool tops, 123 [264] 
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