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I. 

There is drama in the story of the Chicago Mercantile Ex
change; and reason why the highlights of the story should be 
noted at the beginning of what may seem a prosaic set of in
quiries into economic questions. The dramatic aspects of the 
story are directly related to major economic issues concerning the 
functions of commodity exchanges, their usefulness to the so
ciety, and the framing of public policy toward them.1 

The Chicago Mercantile Exchange began in 1898, under the 
name of the Butter and Egg Board. Like all earlier exchanges 
in the long history of commerce, it was founded to facilitate 
strictly cash merchandising transactions. It prospered for a time, 
although modestly; commerce in butter and eggs was not big busi
ness even at Chicago. 

1 In telling the story from this standpoint, some aspects are omitted which are 
covered by Mr. Harris in his paper on the history of the Exchange, and some 
features are emphasized. 
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But presently its merchandising business fell into a severe, sus
tained decline. Search for some additional line of business, ap
propriate to its facilities and to the experience and skills of its 
members, turned thoughts to the possibility of developing futures 
trading in butter and eggs. Such trading had been a major part 
of the business of the neighboring Chicago Board of Trade since 
long before the Butter and Egg Board was formed. Might it be 
that futures markets could be established in butter and in eggs, 
despite general opinion that they were not the sort of commodity 
in which futures trading could succeed? Encouraged by the fact 
that there already existed a considerable amount of merchandising 
trade in eggs for forward delivery,2 the exchange committed itself 
to the experiment, which seemed to call for a change in name of 
the exchange. The experiment was only modestly successful at 
first, but within five years had so expanded the business of the 
exchange that new and enlarged quarters were needed. 

The new prosperity proved shortlived. Merchandising trade 
in butter and in eggs tended more and more to bypass the ex
change, and presently futures trading in those commodities also 
fell into a decline, particularly that in butter. Impelled once 
more to seek new lines of business to replace that which it was 
losing, the exchange turned its thought to other commodities, 
considering the possibilities for either bringing existing mer
chandising trade in those commodities onto the exchange, or for 
establishing futures trading in them. There was slim possibility 
of success with any commodity that was already being traded on 
a United States exchange. Might it be possible to develop fu
tures trading in some commodity for which no futures market 
yet existed? 

A long series of efforts in that direction, extending over some 
thirty years and including commodities ranging from apples to 
turkeys, and even scrap iron, produced only two successes: a 
barely marginal success with futures trading in Idaho potatoes 
(why in Idaho potatoes, and not in the kind of potatoes grown 
closer to Chicago and in greater quantity?), and a substantial 
success with onions (why onions, but not with apples?). 

2 Irwin, H. S., The Evolution of Futures Trading, Mimir Publishers Inc., Madison 
Wis., 1954. 
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Then in 1958 futures trading in onions, which had become 
a major part of the business of the exchange, was prohibited by 
an act of Congress.3 

At this point the outlook for the Chicago Mercantile Exchange 
might have been judged hopeless. It had lost virtually all mer
chandising trade, such as had been its sole support while it went 
under the name of the Butter and Egg Board. Futures trading 
in butter had long since died out. Futures trading in eggs was 
threatened with decline, owing to reduction in the seasonality 
of egg production and consequent diminution in the storage of 
eggs. Its futures market in potatoes showed no prospect of de
veloping much business — most traders in potatoes preferred to 
use the larger and more fluid New York market. And that feeble 
potato futures market was the sole survivor from thirty years of 
efforts to develop new business. 

But the Exchange refused to accept the verdict that it must 
be a victim of technological unemployment at the age of 40 
(counting from the time when it was born as a commodity futures 
exchange). And ten years later its president could point to sta
tistics showing that in August 1969 the Chicago Mercantile Ex
change had done more business than any other exchange in the 
United States.4 That meant, in fact, more business than any 
other exchange in the world. 

II 

Anyone who reflects on the events summarized above must find 
a number of questions coming to mind. Foremost among these 
may be the questions: Why did an exchange that was organized 
solely to facilitate direct merchandising trade, abandon that func
tion and concentrate its efforts on promoting futures trading? 
What are the consequences for society of such a change? 

These might seem questions of small significance if they 
arose only in one instance, in the evolution of a single com
modity exchange. But what has happened on the Chicago Mer
cantile Exchange in this respect has been happening, sometimes 

3 Public Law 85-839. 
*See Table 3, p. 53 below. 
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less quickly and less conspicuously, to commodity exchanges 
throughout the commercially developed world — though not 
always with the emergence of futures trading to take the place 
of vanished merchandising trade. 

1. 

The first question posed above, though it tends to be raised 
initially in that form, misstates the facts. The Chicago Mercantile 
Exchange, and other exchanges with a like experience, did not 
abandon their function of promoting merchandising trade; mer
chandising trade abandoned them. The kind of trade that in 
former days had gravitated toward the organized exchanges tended 
more and more, with the passing years, to bypass them. The 
merchandising trade continued, of course, perhaps carried on 
principally by members of the exchange, but not in organized 
trading sessions on the exchange floor. 

Such bypassing of the organized exchange occurred with ex
ceptional rapidity on the Chicago Mercantile Exchange because 
of special circumstances affecting trade in butter and in eggs; 
but it was occurring everywhere else throughout the commercially 
developed world, under the influence of a common set of forces. 
Four major developments, it seems to me, contributed to the 
result. 

The most obvious of these influences was communications 
technology. Commodity exchanges got their start because mer
chants needed to assemble in one place in order to bargain over 
the price, under conditions that would allow each participant in 
a transaction to feel confident that he had struck about as good 
a bargain as was possible at that time. Rapid communication 
among a considerable number of potential buyers and sellers, 
needing to know what others were willing to sell for, or what 
price they would pay, was possible only if they got together in 
person. The telephone and the teletype changed that, reducing 
the need for merchants to gather in one place in order to bargain 
satisfactorily. 

A second influence was the growing concentration of trade 
into the hands of a few large firms, centrally located in the mer
chandising chain. When that concentration had gone far enough, 
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any one of those firms needed only to make a few telephone calls 
to get all of the information that, formerly, would have been 
obtained through attendance on the exchange floor. 

Another development, furthered in part by growth in the size 
of individual merchandising and processing firms, was an in
creasing tendency to enter into transactions involving delivery 
of the commodity at some more or less distant date, perhaps sev
eral months ahead. This produced a fragmentation of the mar
ket, from the standpoint of price, inasmuch as prices would 
differ according to the date specified for delivery. Such forward 
merchandising transactions very early became dominant in the 
wheat import trade of Britain, and the consequences may be 
observed in the price quotations recorded in Broomhall's Corn 
Trade News. Prices were quoted separately on "parcels" and 
on cargoes, and might differ accordingly; and they tended to 
differ according to the specified time of shipment or of expected 
arrival of the parcel or cargo. A degree of sophistication was re
quired to interpret such a set of price quotations. When a some
what similar situation developed on domestic markets in the 
United States, it may have contributed somewhat to the decline 
in use of the exchanges as places in which to execute merchandis
ing transactions, inasmuch as one of the purposes of such an 
exchange was to provide the public with price information. 
Information that was hard to interpret might seem not worth 
providing. 

Finally, if a futures market was established on an exchange, 
its existence tended to promote the diversion of merchandising 
trade from the exchange. Futures price quotations, instantly 
available, give a merchant or processor much of the information 
that he would otherwise seek through going to the exchange floor. 
Knowing the current futures price, buyer and seller can often 
come to agreement in the office, with both present, or talking 
over the telephone, whereas, otherwise they would want the 
wider bargaining opportunity offered by an exchange floor. 
And when most merchandising trade has bypassed an exchange, 
the exchange floor no longer offers wide bargaining opportunity. 

Let me return for a moment to the matter of historical changes 
in the prevalence of forward merchandising trade. Charles H. 
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Taylor, historian of the Chicago Board of Trade, held that trade 
in futures began "in a perfectly natural way", growing out of 
the use of "to arrive" contracts, namely, sales made by country 
merchants on terms such as ". . . 'to arrive in 5 days' or 'to arrive 
in 10 days' . . .".5 It may seem strange that any great amount 
of speculation should have arisen in contracts that ran for no 
more than 5 or 10 days, and thus, have led to the establishment 
of organized futures trading on the exchange; but inasmuch as 
Taylor's membership on the Board of Trade dated from 1868,6 

his statement was unquestioningly accepted. It carried with it 
the implication that "to arrive" contracts were the only forward 
contracts in common use in the grain trade prior to the estab
lishment of organized futures trading. 

Taylor's opinion was challenged, nearly forty years later, by 
H. S. Irwin, on the basis of a study of evidence from primary 
sources,7 but without pointing out, as he might have, that 
Taylor's opinion was inconsistent with his own account of 
the facts. At numerous points in his chronological account 
Taylor mentions speculative activity, and usually specifies its 
nature. Concerning speculation in 1850 he notes that ". . . on 
the 18th of October some enthusiastic 'bear' sold 30,000 bushels 
of corn for delivery in June 1851 . . . the first recorded sale of 
any grain for delivery so far in the future."8 His account for 
1851 remarks on "a noticeable increase in the quantity of corn 
sold for future delivery, especially during the months of March 
and April, when several sales for June delivery were made. (Note 
that these were not what we should now call futures transactions; 
14 years were yet to elapse before the Chicago Board of Trade 
adopted a standardized futures contract and thus initiated or
ganized futures trading in the United States). 

Taylor's next comments on speculation apply to 1854. "Sales 
for future delivery were increasingly frequent in 1854," he 

5 Taylor, C. H., History of the Board of Trade of the City of Chicago, Robert O 
Law Co., Chicago (1917), Vol. I, p . 193. 

6 Ibid., Vol. I l l , p . 317. 
7 Irwin, H. S., Evolution of Futures Trading, Mimir Publishers, Inc., Madison 

Wisconsin (1954), pp. 69-83. 
8 Taylor, History, Vol I, p . 164. 
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writes, ". . . not confined to the Chicago grain market. New 
Orleans papers of the 13 th of January reported a contract for 
150,000 bushels of corn deliverable in the following March and 
April".9 In the next paragraph he quotes the St. Louis Evening 
News as having reported: "Wheat contracts, flour contracts, and 
purchases of corn, weeks and months since, during the inflation, 
are beginning to mature . . ." And following that he writes: "The 
'Journal' (Chicago) of April 21st says that "the purchaser of 
100,000 bushels of corn . . . contracted to be delivered on board 
in July has realized a cool $3,000.00 by a re-sale . . ."10 At no 
place that I have found does Taylor mention any noteworthy 
amount of speculation in "to arrive" contracts. 

How then can we account for Taylor's opinion that futures 
trading had its origin in speculative use of "to arrive" con
tracts? The most plausible explanation that has come to my 
mind begins with the supposition that the establishment of or
ganized futures trading on the Chicago Board of Trade in 1865, 
providing assurance that contracts would be fulfilled through 
either delivery of the kind and quality of commodity specified 
or an equivalent financial settlement, led both speculators and 
handlers of the commodity to turn quickly to the use of those 
contracts in place of the kinds of forward contract previously 
in use. Thus it came about that Taylor, having entered the 
grain trade three years later, observed only two sorts of forward 
contract in common use, namely the futures contracts of the 
exchange, and "to arrive" contracts. It would have been natural 
for him to assume that futures trading, as he knew it from direct 
observation, had arisen through the emergence of speculation 
in "to arrive" contracts. When, years later, he began a study 
of the history of trade at Chicago, he recorded what he learned 
and set down, along with this newly acquired information, his 
previously formed opinion about the origin of futures trading, 
failing to recognize its inconsistency with the history of trade 
that he was presenting. Such failures to fully adjust one's think
ing to newly acquired information are hard to avoid, as I know 
from my own experience. 

' Ibid, p . 192. 
10 Ibid, p . 193. 
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Whether that be the true explanation of Taylor's inconsis
tency or not, it is clear that forward merchandising contracts 
were in fairly wide use in the United States around the middle 
of the last century, and there is at least strong reason to believe 
that the emergence of organized futures trading led to a sharp 
decline in the use of forward contracts other than those adminis
tered by the exchange. More recently, if my impression is cor
rect, there has been a rather widespread resurgence of forward 
merchandising trade, aided in some instances by the existence 
of a futures market. In the case that I know best, large baking 
firms, progressively displacing small bakeries during several de
cades following World War I, have tended commonly to place 
flour orders months in advance instead of buying from hand to 
mouth, as is usual with small bakeries. Flour millers were led, 
in consequence, to do more forward buying of wheat than for
merly, (most flour millers lacked the storage capacity to carry 
wheat stocks equivalent in amount to their unfilled flour orders 
at times when baking firms had bought heavily forward). And 
millers were the more willing to accept large forward orders for 
flour because they could immediately buy an equivalent amount 
of wheat futures, to be held pending the making of merchandis
ing contracts for the wheat to be milled. On September 30 of 
almost any recent year, mills reporting to the Millers National 
Federation have held unfilled flour orders equivalent to some
what over three months' production. On that date in 1967, a 
year in which the figures were at near average levels for recent 
years, the reporting mills showed aggregate positions as follows, 
in million bushels: 

Unfilled flour orders, as wheat 98 
Wheat futures sold 13 

Total 111 

Wheat in store or brought forward 89 
Flour stocks, as wheat 9 
Wheat futures bought 16 

Total 114 
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Though the reporting mills, in the aggregate, owned wheat 
and held flour stocks in an amount almost exactly equivalent 
to their unfilled flour orders, many individual mills had either 
an excess of unfilled orders, or an excess of wheat owned plus 
flour stocks, and had accordingly taken a long or a short posi
tion in the futures market. 

The disappearance of merchandising trade from the exchanges 
had serious consequences. By the early 1920's people in the 
dairy industry were complaining that butter prices in transac
tions on the Chicago Mercantile Exchange were based on such 
a tiny fraction of the merchandising trade in butter as to be 
unreliable. The recorded transactions, on which prices were 
made public, were said to be always for small quantities. They 
were suspected of being "rigged", to give butter producers a 
false impression of the price that they ought to be able to ob
tain for their product. The market news service of the U.S. De
partment of Agriculture was initiated at that time in an effort 
to give producers more reliable information on prevailing prices 
of butter and of numerous other commodities. 

Another consequence of bypassing of the exchanges became 
particularly conspicuous in the hog trade in the 1920's. There, 
bypassing of the exchanges took the form of a rise in country 
buying of hogs by the packers. Country buying brought substan
tial economies to the hog trade, but it also meant that the pro
ducer sold with little opportunity to get competitive bids. Some
times he had to accept whatever price a single buyer would offer. 
And the central market became a less reliable guide to what price 
he ought to be able to obtain — or at any rate it became a less 
trusted guide.11 

a T h i s and the preceding paragraph have been written primarily from memory of 
verbal discussions at the time. Records exist in which the developments that are 
here so briefly summarized can be studied in some detail, but I cannot con
veniently supply references. 
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When I made a study of onion prices over the period from 
1930 onward,12 the only good "cash" price quotations available 
seemed to be those compiled officially by the Market News Serv
ice. Its central market quotations (at Chicago) covered too few 
transactions per week to afford a good price series for onions of 
any one kind and quality. The best available price series for a 
more or less central location in the United States appeared to be 
the Market News Service compilation of daily prices at country 
points in Michigan. And of course, those were prices at points 
where the degree of competition among buyers was open to some 
question. 

The establishment of a futures market on an exchange that 
has lost most or all of its merchandising trade serves to provide 
central-market prices arrived at in highly competitive bargain
ing, like the prices formerly available on merchandising transac
tions executed on the exchange. Moreover, the futures prices 
quoted for several different delivery months are potentially more 
informative than prices covering only spot transactions, involv
ing immediate delivery. 

But only a part of the potential public usefulness of futures-
market price quotations has been realized, owing partly to in
adequate knowledge, and partly to a grave misconception. 

Inadequate knowledge has prevented many people, interested 
primarily in the spot price, from recognizing that the futures 
prices, at most times, give a reliable basis for estimating an 
equivalent spot price. The knowledge needed to permit such 
estimation is not difficult to acquire. And a person interested 
in the spot price is usually interested also in an estimate of what 
the price will be in the future. Futures prices give him directly 
the consensus of market opinion on that point. 

More serious than inadequate knowledge has been the wide
spread belief that futures prices are not prices on the actual 
commodity. That belief manifested itself early, in the form of 

"Working, Holbrook, "Price Effects of Futures Trading", Food Research Institute 
Studies, Vol. I, pp. 3-31. February 1960. 
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attacks on trading in "phantom wheat". Members of the trade 
— trade in each of a variety of different commodities — have 
used the expression "transactions in the actual commodity" to 
designate transactions other than in futures, thereby promoting 
the false idea that futures trading is not trading in the actual 
commodity. 

If the Westinghouse Electric Company sells half-a-dozen huge 
generators to, say, the Ohio Edison Company a year or more 
before the generators are built, no one would call that transaction 
a sale of phantom generators. If I buy a Volkswagen for de
livery in Paris two months hence, and buy it from a firm that 
will itself have to go out and buy a VW in order to make de
livery to me (the sort of transaction that many people make be
fore starting on a trip to Europe) no one would think of saying 
that I had bought a phantom Volkswagen. Why, then, think of 
futures contracts for wheat or for cattle as anything but contracts 
for the actual commodity? They are contracts for the actual 
commodity, just as truly as are the contracts for generators and 
a Volkswagen in the foregoing examples. 

I l l 

T h e most dramatic feature in the history of the Chicago 
Mercantile Exchange was the abrupt turn in its fortunes at 
about 1960. During three prior decades, it had made a long 
series of attempts, one after the other, to add new commodities 
to the short list of those for which it maintained futures markets. 
All bu t two of those attempts failed. Meanwhile its futures 
market in onions was struck down by federal legislation. Between 
1960 and 1966, the exchange made three more attempts to es
tablish a new futures market; and every one of the three was a 
conspicuous success. 

Among the reasons for this remarkable change in the fortunes 
of the exchange was the emergence and acceptance of a new idea 
to guide the choice of a commodity in which to introduce fu
tures trading: the idea that a futures market could succeed only 
to the degree that it could attract business from handlers of the 
commodity. 

Tha t idea, I believe, was first advanced explicitly and pub-
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licly in 1953.13 It tended at first to seem a dubious theory. But 
almost immediately it received striking confirmation. Primary 
credit for this new idea should go to the man who started collec
tion of the data that were to produce the first, and still the strong
est, evidence that something was wrong with the traditional con
cept of a futures market. Dr. J. W. T. Duvel, first Chief of the 
Grain Futures Administration (later, the Commodity Exchange 
Authority) had been trained in the natural sciences, and be
lieved in the need for research based on relevant quantitative 
information. He had learned much about futures markets while 
directing grain standardization investigations for the U.S. De
partment of Agriculture, serving during World War I with the 
U.S. Grain Corporation, and later working briefly as a grain 
merchant himself. He believed it necessary to have statistics on 
open futures contracts, shown separately so far as possible, for 
speculators and for hedgers. Over strenuous objection from 
the grain exchanges, he instituted the collection of such statistics. 

As these statistics accumulated during the later 1920's, they 
began to show an unexpected characteristic, inconsistent with 
the view, then accepted everywhere, that the existence and 
amount of futures trading depended entirely on the desire of 
people to speculate. Total open contracts on each futures mar
ket showed a strange tendency to vary in fairly close correspond
ence with the amount of "hedging" contracts outstanding.14 

3 Working, Holbrook, "Futures Trading and Hedging", American Economic Review, 
June 1953, 43, pp. 318-20. 

1 1 put the term "hedging" in quotation marks throughout the remainder of this 
essay, as a continuing reminder that the word means different things to different 
people and in different contexts. Here it means "hedging" as originally defined 
by the Commodity Exchange Act. Tha t definition was broadened substantially 
in 1956 by Congressional amendment of the Act. Many economists have defined 
"hedging" much more narrowly than did the original Commodity Exchange Act, 
though they would also have accepted as valid the definition in the Act, unaware 
that it was in fact a much broader definition than their own. (The narrowness 
of their definition brought a disaster to the Chicago Mercantile Exchange, as we 
shall see later). At the other extreme, many businessmen would class as "hedging" 
any use of commodity futures by a business firm in the normal conduct of a 
business involved in producing, storing, merchandising, or processing either that 
commodity, or some other more or less closely related commodity. 
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This strange characteristic of the statistics gradually became 
well known to members of commodity exchanges and to econo
mists interested in futures markets. It was emphasized, with 
ample supporting evidence, in a widely circulated publication 
by Duvel and Hoffman.15 But for a quarter-century after the 
fact became visible in the statistics, no one seemed to recognize 
that it required a change in thinking about futures markets. As 
Conant has written concerning science in general, " . . . a theory 
is only overthrown by a better theory, never merely by contradic
tory facts."16 In this case the contradictory facts seemed to point 
to a theory that the amount of total business done on a futures 
market depends on the amount of business that is attracted from 
handlers of the commodity, and no one could see any logical 
reason for believing that to be true. 

Then in 1942 H.S. Irwin, an economist brought to the Com
modity Exchange Authority by Duvel, began inquiring into 
the origin of futures trading on the Chicago Mercantile Ex
change. He was spurred by a desire to take advantage, before 
it was too late, of drawing on the memories of older members of 
the Exchange.17 His final conclusions, however, were based more 
on evidence from contemporary documents than on fallible per
sonal memories. 

His findings, briefly summarized and with attention only to 
eggs, were that egg dealers, accumulating stocks during the 
months of heavy production, very early began seeking purchasers 
who would buy for delivery months later, when production was 
light. As early as 1895 much of the buying on such forward con
tracts was by speculators. The amount of such trade increased 
substantially during the next two decades.18 Finally, in 1919, a 

15 Hoffman, G.W. and J.W.T. Duvel, Grain Prices and the Futures Market. U.S. 
Dept. of Agr., Tech. Bui. No. 747 (1941). 

l s Conant, James B., On Understanding Science, Yale University Press, 1947, p. 36. 
Anyone who thinks it strange that people took so long to see the significance of 
the evidence in the open-contract statistics will find it interesting to read two 
or three pages that precede and follow the brief observation of Conant's that is 
quoted above. 

" I rwin , H.S., Evolution of Futures Trading, Mimir Publishers, Inc., Madison, 
Wisconsin (1954), p . ix. 

18 Ibid, pp. 28, 29. 
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group of members of the Butter and Egg Board initiated plans for 
a new exchange to provide needed supervision and control of 
the hitherto unorganized futures trading in butter and eggs. 
But on second thought it was decided that the new function 
should be assumed by the existing exchange, under the new 
name, Chicago Mercantile Exchange.19 Thus, Irwin concluded, 
futures trading in eggs had arisen in response to a desire of han
dlers of the commodity to "hedge". And so it was also with butter. 

Though Irwin's conclusions concerning the origin of futures 
trading in butter and eggs did not reach print until 1954, he 
put them initially into a paper that he sent me in 1946. At first 
I was unconvinced. But on reflection, I recognized that Irwin's 
conclusion about the origin of futures trading on the Chicago 
Mercantile Exchange was in accord with facts that Hoos and I had 
noted in our study of the origin and development of futures 
trading in wheat at Liverpool. 20 And they pointed in the same 
direction as did the statistics on open contracts, namely, to the 
conclusion that futures trading is directly dependent on use of 
the futures market by handlers of the commodity. Moreover, 
acceptance of that conclusion would allow accounting, at least 
roughly, for the great differences in amounts of futures trading in 
different commodities, for which no other reasonable explana
tion had been found. I was finally convinced that the theory that 
futures trading has its basis in use of the futures market by han
dlers of the commodity must be accepted as true, even though we 
could not see why that should be so.21 

' Ibid, pp. 39, 40. 
0 Working, Holbrook and S. Hoos, "Wheat Futures Prices and Trading at Liverpool 
Since 1886", Wheat Studies of the Food Research Institute, XV, pp. 142 if. ( No
vember 1938). 

1 The question, Why? has continued to intrigue me. A first step toward an answer 
was made through discovering the functional relations between speculation and 
"hedging", as measured by open contracts. The equation for "short" speculation 
necessarily differs from that for "long" speculation; and each equation shows 
the effect of "long hedging" to be different from that of "short hedging" ("Specu
lation on Hedging Markets", Food Research Institute Studies, Vol. I, pp . 194-97 
(May 1960). 

A second step was made through finding evidence that "scalpers" (one class of 
speculators) derive much of their income directly from "hedgers", as a return for 
the scalpers' service in contributing to the fluidity of the market; and that 
scalpers tend continually to lose money to "news traders" ("Tests of a Theory 
Concerning Floor Trading on Commodity Exchanges", Food Research Institute 
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If it had been in my power to arrange a scientific experiment 
to test that theory, I would have sought out an exchange that 
could easily lose its "hedging" business to another exchange. 
Then I would have arranged for that exchange to alter its fu
tures contract in a way that was objectionable to hedgers, but 
that did not change the attractiveness of the contract to specula-
ors. By remarkable coincidence, just such an exchange did almost 
exactly that in 1953, simultaneously with the appearance in print 
of a paper in which I committed myself to the theory. 

The results of the experiment being initiated by that exchange 
would surely deserve recording, hence I sought information on 
the reasoning that had led the exchange to decide on the al
teration of its futures contract. The information was generously 
provided in the form of a file of letters submitted by exchange 
members to the committee studying the proposal. They showed 
that most "hedgers" on the exchange strenuously opposed the 
alteration in contract terms, whereas others favored it on the 
ground that it could be expected to attract increased speculative 
trading. 

It was apparent therefore that, by the standards of scientific ex
perimentation, the design of this experiment was faulty; the altera
tion in contract terms should have been such as to leave unchanged 
the attractiveness of the contract to speculators. But that did 
not matter. The exchange promptly lost most of its futures 
business, both "hedging" and speculative.22 

Besides the evidence summarized above, officers and members 
of the Chicago Mercantile Exchange had the evidence from 
their own experience while they had been seeking to establish 

Studies, VII, Supplement [1967], pp. 5-48). Thus we have two classes of specu
lators whose incomes depend directly and immediately on "hedging" transactions. 
Why "price-level traders" also tend to enter or to leave a futures market in at 
least fairly prompt response to increase or decrease in the amount of "hedging", 
as they appear to do, remains a question at whose answer we can still only guess, 
with little hard evidence by which to confirm or to refute anybody's guess. My 
guess is that at least two lines of influence operate to produce this result. Some 
scalpers and most "news traders" tend to engage in some price-level trading also, 
and to do so where and when they find the other, more reliably remunerative, 
kind of trading profitable. Secondly, I surmise, those speculators who seek profit 
chiefly or wholly from price-level trading tend to do so in markets and at times 
when they see evidence that other speculators are making money. 

22 Working, Holbrook, "Whose Markets — Evidence on Some Aspects of Futures 
Trading", Journal of Marketing, XIX, pp. 7-9 (July, 1954). 
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futures trading in commodities that they thought would attract 
speculative interest. In their later efforts, they sought com
modities whose handlers — producers, merchants, warehousers, 
or processors — would want to make substantial use of a futures 
market. Their own experience showed that if they could attract 
enough "hedging" to a new futures market, they could attract 
to it also the speculation that would allow the market to succeed. 

IV 

Though any futures market succeeds only to the degree that 
it can attract "hedging" use, that is not the only requisite to suc
cess. I would list four conditions as necessary for a futures market 
to survive and prosper. They are: 

1. The contract terms and commission charges must be such 
as to attract appreciable use of the futures contract for 
merchandising purposes. 

2. There must exist a possibility of attracting enough specula
tion to provide at least a reasonably fluid market. 

3. Handlers of the commodity must have reason to make sub
stantial use of the futures contracts as temporary substitutes 
for merchandising contracts that they will make later.23 

4. There must exist adequate public recognition of the eco
nomic usefulness of the futures market. 

Each of these four basic requisites carries with it certain sub
sidiary requirements, but they can differ according to circum
stances. Let us consider these basic requirements further. 

Suitability of the futures contract for merchandising use (so 
far as is consistent with its need to be a highly standardized con
tract in order to attract speculative use) has been most clearly 
revealed as necessary through a recent study by Powers and John
son.24 The need to meet that condition has been overlooked in 

23 This is "hedging", according to a definition that I once proposed ("Hedging 
Reconsidered", Journal of Farm Economics, Nov. 1953, 35, p . 560); but that 
definition has not won enough acceptance to allow using the term here with 
confidence that it will carry the intended meaning. 

21 Powers, M.J. and A.C. Johnson, Jr., The Frozen Pork Belly Futures Market, Univ. 
of Wise, Dept. of Agricultural Economics, Bulletin No. 51, Feb. 1968. 
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the past, we may surmise, for much the same reason that air is 
not ordinarily listed as a requisite to human life. Most futures 
markets have arisen either spontaneously, through the emergence 
of speculation in forward contracts that were already being 
used in merchandising, or as a result of exchange action in estab
lishing specifications for a futures contract, guided by contract 
terms that were already being much used in merchandising trade. 
But in the case studied by Powers and Johnson the exchange, 
lacking guidance from any well established forward merchandis
ing trade in the commodity, adopted contract terms that proved 
ill suited to merchandising use of the contract. 

The case arose from adoption by the Chicago Mercantile Ex
change, in 1961, of contract terms for trading in frozen pork 
bellies. The contract went virtually unused because potential 
buyers were reluctant to accept delivery under the contract terms. 
Revision of the contract for deliveries in 1962 brought it only 
a little added use, and further revision was made for deliveries 
in 1963. Then followed two more years during which the chief 
use of the futures contract by handlers of the commodity was 
for merchandising, as is evidenced by high ratios of deliveries 
to maximum open interest in contracts for delivery in any given 
month. Even in 1965, deliveries on the May and the July con
tracts were 41 and 56 percent, respectively, of the highest total 
open interest attained by those contracts.25 Only later did "hedg
ing" use of the contract expand enough to raise open contract 
totals to levels that were large multiples of the amounts on which 
delivery was made. 

No other study that I know of for what may be called the period 
of infancy and adolescence of a futures market, has assembled 
data on deliveries as well as on open contracts, as did Powers and 
Johnson. But the course followed by open contracts during the 
earliest years of futures trading in a commodity has been noted 
in a few instances, and in each such instance that has come to my 
attention open contracts followed a course roughly similar to 
that of open contracts in frozen pork bellies, after the perfection 
of that contract. Irwin points out that contracts in butter and 

'' Op. cit., p. 25. 
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egg futures remained relatively small in total volume into 1924, 
and then increased by a factor of two or more.26 I found that open 
contracts in onion futures, at the time of year when they tend 
to approximate their maximum, amounted to only about 2 per
cent of estimated total United States stocks of onions in each 
of the first two years of futures trading in that commodity fol
lowing World War II. In the third year they rose to 3.6 percent, 
in the fourth year, 1949, to 11.7 percent. Thereafter, until futures 
trading in onions was made illegal, open contracts in onions on 
October 15 only once failed to reach at least 9.2 percent of esti
mated total stocks, and in one year, 1955, reached 23.6 percent.27 

In a mature futures market, merchandising use of the futures 
contract becomes a small, sometimes negligibly small, fraction 
of total use of the contract by handlers of the commodity. It 
remains necessary, however, for the contract terms to be such as 
favor some merchandising use, if only because much "hedging" 
use of the contract is conditioned on contract terms such as favor 
merchandising use. And commission charges must be even lower 
to attract much "hedging" use of a contract than to attract mer
chandising use, because the "hedger" must also, subsequently, 
make a merchandising contract. 

Some authorities on futures trading have held that it is not 
necessary for a futures market to be usable for merchandising — 
that deliveries on futures contracts might be eliminated entirely. 
That is probably true, once "hedging" use of the market has 
become well established. But "hedgers" must know precisely 
what kind and quality of the commodity, in what location, is 
covered by the futures contract; and they must be assured that 
contracts will be fulfilled in accordance with the contract terms, 
either by delivery or by an equivalent financial settlement. 

Experience has amply demonstrated that it is necessary at 
times to require holders of futures contracts to accept financial 
settlement, instead of allowing them to insist that delivery be 

28 Irwin, H.S., Evolution of Futures Trading, Mimir Publishers Inc., Madison, 
Wis., p. 46. 

L-7 Working, Holbrook, "Price Effects of Futures Trading", Food Research Institute 
Studies, 1, p. 10 (February 1960). 
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made.28 When that must be done, a heavy responsibility falls on 
the committee, or other agency, charged with determining what 
is an "equivalent financial settlement". If deliveries were done 
away with, that responsibility would have to be assumed in 
every "delivery" month, instead of only occasionally. 

The "delivery problem", which has given rise to the sugges
tion that deliveries might be dispensed with, appears to have 
proved serious only on futures markets in the United States. It 
has its basis in laws and legal precedents that have made it neces
sary for exchanges in the United States to require that actual 
delivery be made, when demanded, under all except the most 
extraordinary circumstances, in order to assure that brokerage 
firms shall be able to collect from speculators who have lost 
money. Time and again such speculators have sought to evade 
payment by claiming that the futures transaction amounted only 
to a wager on the price, and courts have taken the position that 
payment could be enforced under the law only on a showing of 
intent of the seller to deliver on the futures contract, or of the 
buyer to accept delivery, or of such intentions on the part of 
both seller and buyer. The requirements in that respect have 
differed from state to state.29 

In this situation the courts, including the U.S. Supreme Court, 
have been led into what seem to me extraordinary exercises in 
sophistry in order to hold that the requisite intent was present, 
and thus to render a just decision, despite absence of any real in
tention by the parties to make or to receive delivery in the 
amounts involved.30 But there are limits on the extent to which 
the courts can be expected to strain common sense in order to 
do justice in the presence of laws against wagering, hence ex
changes in the United States have felt compelled to make a strong 
showing of presumption that futures contracts will be settled by 

28 Conspicuous distortions of the price structure arising from excessive delivery 
demands occur only when buyers demand delivery in abnormal amounts, but it 
has been alleged, on what appear to me valid grounds, that lesser distortions 
have often been produced by sellers, through their insistence on the acceptance 
of abnormally heavy deliveries. 

29 See Federal Trade Commission, Report on the Grain Trade, Vol. V, p . 314 (1920). 
30 Ibid, pp. 272-318. 

[21] 

© The Chicago Mercantile Exchange, 1970 
www.cmegroup.com



FUTURES TRADING IN LIVESTOCK 

delivery. Under those conditions it is not possible for an ex
change to avoid the occurence of an occasional squeeze. 

It is hazardous for an economist to venture an opinion on a 
legal matter, but it appears to me that if federal legislation were 
enacted, perhaps in the form of a brief amendment to the Com
modity Exchange Act, declaring all futures contracts executed 
on an organized exchange to be commercial contracts, enforce
able under the law, the exchanges themselves might then speedily 
solve the delivery problem. On the Liverpool wheat market, 
which might be judged peculiarly susceptible to corners and 
squeezes owing to limited facilities for holding wheat available 
for delivery on futures contracts, no detectible corner or squeeze 
has ever occurred. Queried as to the reason, the Secretary of 
the Liverpool Corn Trade Association attributed it to the fact 
that, in England, "There is no rule of the Association that the 
Seller must deliver the wheat against his Contract. There is no 
rule of law that he must do so." He then went on to explain 
procedures for arriving at an equivalent financial settlement 
when that is necessary.31 

Need for a futures market to attract speculation arises im
mediately after any new futures market has begun to attract 
merchandising use by handlers of the commodity. The new 
futures contract in frozen pork bellies, for example, was im
mediately attractive to firms that were accumulating storage 
stocks of the commodity because it offered opportunity to make 
forward sales at a low commission rate. As soon as the original, 
defective, contract was suitably revised, potential buyers, antici
pating their needs for pork bellies to process into bacon, also 
found it advantageous to use the futures contract, for the same 
reason. But potential buyers do not automatically appear in such 
a market at the same time that a holder of the commodity wants 
to make a forward sale. The potential buyers are likely to hold 
aloof for awhile, awaiting the inducement of price concessions. 

1 Working, Holbrook and S. Hoos, "Wheat Futures Prices and Trading at Liverpool 
Since 1886", Wheat Studies of the Food Research Institute, 15, p . 138 (November 
1938). 
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At this point, speculators can find opportunity for profit by 
stepping in, initially as buyers, and later reselling to processors 
or to some other speculator. Any one speculator may operate 
merely as a "scalper", buying when a selling offer gives oppor
tunity to purchase at a slight price reduction, in the expecta
tion of reselling soon afterward when a buying order appears 
in the market; or he may buy in the expectation of holding for 
some longer interval of time, anticipating more than some small 
recovery from a dip. 

The accompanying table gives some indication of the extent 
of speculative participation in futures markets, as measured by 

Table 1. — Holdings of Open Futures Contracts by Handlers 
of the Commodity and by Speculators Respectively, 

Selected Commodities and Dates* 

Commodity 
and date 

Commodity 
handlers 

Others 
(speculators) 

Percentage held 
by speculators 

Long Short Long Short Long Short 

Cotton* 
Sept. 28, 1956 
Corn1" 
Sept. 29, 1961 
Jan. 27, 1967 
Soybeans* 
Nov. 30, 1959 
Wheat" 
Aug. 31, 1964 
Eggs0 

July 29, 1960 
Onions" 
Sept. 30, 1955 
May 31, 1956 
Aug. 31, 1956 
Oct. 31, 1956 
Dec. 31, 1956 

1,378 1,503 497 373 26 20 

41.6 
194.6 

58.9 

53.8 

2,454a 

4,729 
778 

2,405 
2,363 
2,397 

56.8 
237.6 

104.8 

99.8 

5,152a 

5,418 
1,518 
3,749 
3,699 
3,363 

113.8 
172.7 

133.0 

120.9 

s^0 

2,359 
1,190 
2,024 
1,942 
1,940 

98.6 
130.0 

88.9 

74.4 

5,345' 

1,670 
450 
680 
606 
974 

73 
47 

69 

69 

76 

33 
60 
46 
45 
45 

63 
35 

46 

43 

51 

24 
23 
15 
14 
22 

* Data from Commodity Exchange Authority, Surveys of Open Contracts (Mimeo.), 
including producers of the commodity among its handlers. 

" Thousand bales; New York and New Orleans Exchanges combined. 
» Million bushels; Chicago Board of Trade; contracts shown as held by handlers 

of this commodity may include small amounts held by farmers who did not 
produce the commodity. 

" Carlots; Chicago Mercantile Exchange. 
a Including contracts held by persons in wholesale and retail trade, most of 

whom presumably dealt in eggs. 
8 Including contracts reported for non-clearing commission merchants, not classi

fied by occupation of the contract holder, but assumed to be held almost 
wholly by "others" on the ground that their long positions totalled nearly three 
times as much as their short positions, quite unlike any known class of egg 
handler. 
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volume of open contracts. The proportion of open contracts held 
by speculators (persons other than handlers of the commodity) 
can vary substantially from time to time in any one market, not 
only in accordance with fluctuations in degree of speculative in
terest in the commodity, but also (inversely) as handlers of the 
commodity have increased or decreased reason to use the futures 
market for "hedging". It would be unwise, therefore, to take 
these fragmentary data32 as evidence that any one of the com
modity markets represented in the table has tended to be more 
or less strongly speculative than another. It is clear, however, 
that the proportion of open contracts held by speculators tends 
to be substantially greater for long contracts than for short con
tracts. In this table the median percentages held by speculators 
are 47 percent for long contracts and 24 percent for short con
tracts. 

Without speculation a so-called futures market would in fact 
be only a forward merchandising market, not a true futures mar
ket, even though its contracts were called "futures" contracts, and 
its price quotations published under the name of "futures" prices. 
And without a liberal volume of speculation no futures market 
could pay its way from commission charges as low as those on 
true futures markets, where they normally amount to less than 
1 percent of the price on a transaction (charge to non-members 
of the exchange, and covering a "round turn", both purchase 
and sale). Such low commission rates are made possible in part 
by provisions that tend to minimize the cost of executing any one 
transaction; standardization of contract terms and assumption by 
the exchange of responsibility for assuring fulfillment of the 
contract are among those cost-reducing provisions. But total cost 
per contract, including the overhead cost to the exchange of as
suring fulfillment of all contracts in accordance with their terms, 
cannot be kept so extraordinarily low unless the volume of trans
actions is large. And volume of transactions depends much more 
on speculative trade than on use of the futures contract by 
handlers of the commodity. 

"Statistics of open contracts, classified according to whether held by handlers of 
the commodity or by others, have been made available only in connection with 
special surveys, of which there have been very few, except for the series of surveys 
on onions, utilized here, and a somewhat similar series for potatoes. 
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It was long believed, by exchange members and economists 
alike, that speculative trade on a futures market could be ex
panded independently of the amount of business attracted from 
handlers of the commodity. This has been proved untrue, as we 
have seen above. Speculation in frozen pork bellies — to con
tinue with that concrete example — could not have attained large 
volume, except perhaps briefly in some surge of speculative in
terest that could not have been long sustained, unless handlers 
of the commodity had been led to use the futures contract for 
other purposes in addition to merchandising. Such expanded 
use of the futures contract by handlers of the commodity was 
needed to provide the broader base on which increased specula
tive trade could arise. 

When a commodity handler uses futures contracts otherwise 
than for merchandising, having no intention of making or re
ceiving delivery on the contracts, the futures contracts are serv
ing him only as a temporary substitute for a merchandising con
tract that will be made later. He does not directly cut his cost, 
as is the case with merchandising use of a futures contract, but 
incurs an added cost. He does so, of course, either in the belief 
that he will thus be enabled to cut costs otherwise, or in the ex
pectation of gaining some other business advantage. We shall 
consider in a moment what some of those cost savings or other 
advantages of "hedging" may be; what requires notice at this 
point is simply that making use of a futures contract as a tempo
rary substitute for a merchandising contract is itself more or 
less costly. The cost must be kept very low, else handlers of 
the commodity will make little use of the futures market other
wise than for merchandising. 

The cost of using a futures contract as a temporary substitute 
for a merchandising contract has two components,32" namely: (1) 

321 Under certain circumstances bias in a futures price deserves to be considered 
as a third source of "hedging" cost; but its cost effect depends on the time 
interval over which the "hedge" is held, may be either positive or negative, 
according to the direction of the bias and whether the "hedge" is long or 
short; and if the "hedge" is placed as an alternative to making a forward mer
chandising transaction, the bias element to be included in the "hedging" cost 
is the difference between the bias in the futures price and the bias in the 
forward cash price, concerning which we know little. 
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the commission charge for executing the futures contract, and 
(2) the "transaction cost" arising from the fact that at any given 
moment, in any market, the price obtained on a selling order, 
placed for prompt execution, will ordinarily be lower than the 
price that would be paid on a similar buying order at that same 
moment. If such buying and selling orders happen to reach 
the market simultaneously, they result in a transaction in which 
the seller receives the same price that the buyer pays, but in the 
absence of such good fortune prompt execution is obtainable 
only at prices that differ more or less according to whether the 
order is for a sale or for a purchase. 

In a futures market with a large volume of trading, where 
transactions occur in quick succession, the transaction cost of 
"hedging" tends to be quite small, perhaps about equal to the 
commission charge on a transaction. But in a futures market 
with very little trading, where long intervals commonly inter
vene between successive transactions, the average transaction cost 
of "hedging" may be several times as great as the commission 
charge, tending to discourage handlers of the commodity from 
using the futures contract for any purpose other than merchandis
ing. 

When effort to establish a new futures market ends in failure, 
as has been the case with a considerable proportion of the efforts 
of the Chicago Mercantile Exchange, there are three possible 
explanations to be considered, namely: (1) that the amount of 
potential use by handlers of the commodity was too small to 
provide the basic support for a successful futures market; (2) that 
some obstacle prevented the market from attracting enough specu
lation to produce the fluidity necessary to warrant much use 
of the futures contract for "hedging"; or (3) that, despite a po
tential for attracting enough of both business and speculative 
use to bring success, the market failed to surmount what may be 
called the "fluidity barrier". 

A fluidity barrier is generated by the facts that the amount 
of business use and of speculative use of a futures market are in
terdependent, and that a quantum gap exists between the degree 
of fluidity needed to attract merchandising use of a futures mar
ket by handlers of the commodity, and that needed to attract 
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wide use of the futures contract as a temporary substitute for 
merchandising contracts that will be made later. In consequence, 
a new futures market may have the potential of attracting enough 
of both business and speculative use to succeed, and yet fail of 
success because it fails to pass the fluidity barrier. Having at
tracted all the merchandising use that it can, and as much specu
lation as can be supported by that merchandising use, it still 
lacks the fluidity necessary to attract much "hedging"; the trans
action cost of "hedging" remains too high. 

As I read the record, growth of the onion futures market on 
the Chicago Mercantile Exchange remained stalled at the fluidity 
barrier for some three years after trading on it had been resumed 
following World War II. But in the 1949-50 season, with a 
crop that was moderately short, though considerably larger than 
that of two years earlier, prices to growers early in the season 
were nearly three times as high as they had been the year before. 
Many dealers thought the price too high (it ranged from $2.40 
to $2.50 per 50 pound sack during October, and from $1.00 down 
to $.50 during the following April) and chose to "hedge" in 
the futures market. The increased business use of the market 
supported a corresponding increase in speculative use. It thus 
became a satisfactorily fluid market, and from that time on it 
prospered, until federal legislation forced its closing.33 

The fact that there is more futures trading in the United States 
than in all other countries combined, seems attributable in large 
part to a combination of circumstances that have helped futures 
markets in this country to attract speculation. Even so, there 
have undoubtedly been instances in the United States in which an 
effort to establish a futures market has failed of success because 
of difficulty in attracting enough speculation. Any exchange 
which is not already operating a flourishing trade in futures faces 
two special obstacles if it tries to establish a new futures market. 
It does not have within its membership, and cannot immediately 
attract to itself, skilled professional floor traders to contribute 
to the fluidity of the market through their scalping trade; and 

3 Most of the statistical evidence underlying this interpretation may be found in 
Holbrook Working, "Price Effects of Futures Trading". Food Research Institute 
Studies, Vol. I, pp. 1-31, February 1960. 
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it encounters difficulty in persuading brokerage houses to supply 
their customers with price quotations and other information that 
could bring speculative trade to the new futures market. 

Those were obstacles encountered by the Chicago Union Stock
yards when that exchange, in 1930, sought to establish futures 
trading in live hogs. Everette Harris correctly appraises the fail
ure of that effort, I believe, when he attributes it, on a later page, 
to lack of "public buyers". I would suspect also a lack of suffi
cient competent and competitive floor trading. An exchange 
that conducts futures trading in a number of different commodi
ties can provide a more uniformly fluid market for any one of 
them than could an exchange dealing only in that one commodity. 
That is especially true for a commodity in which trading is light. 
To maintain a highly fluid market, scalpers must operate on an 
almost infinitesimally small profit margin, and a professional 
floor trader can afford to do that only if he does a great volume 
of business. That is not possible on a single-commodity exchange 
with a small volume of trading; but it is possible in a small futures 
market operating on a multi-commodity exchange, where a floor 
trader is not restricted to dealing only in that one commodity. 
Futures markets that are individually small can prosper modestly 
on a multi-commodity exchange whereas attempt to operate them 
separately would fail, for much the same reason that retail trade 
in a small and isolated town must be conducted in a "general 
store" rather than in a number of specialty shops.34 

Examples can be cited which seem to prove that a futures 
market can, in fact, be operated successfully with a very small 
volume of business, and on an exchange with little or no other 
futures trading; but these exceptional cases do not invalidate the 
general rule. One sort of exception is that represented by the 
Milwaukee Grain Exchange; it is perhaps best characterized as 
a minor satellite of the Chicago Board of Trade, only narrowly 
missing classification as a "bucket shop". Another sort of excep
tion is represented by the Seattle Grain Exchange, which is a 

M Supporting evidence for the foregoing observations on floor trading may be found 
in Holbrook Working, "Tests of a Theory Concerning Floor Trading on Com-
TTinHlfV F . V r h a n f f M " J?nn/1 Ti oconvfU T*%Stitut" C * . " ' • ' " • T7«l T7TT C 1 __ ^ , i / \ .~» . . 
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truly independent exchange, concerned primarily with merchan
dising trade, that also maintained a wheat futures market for 
many years, up to 1960, with only a trifling volume of futures 
business. Its futures market was maintained partly in persistent 
hope that it would presently become self-sustaining, but perhaps 
more particularly for another reason. Much of the merchandising 
business done by members of the exchange was for deferred de
livery, with dates and positions of delivery varying widely. 
Though transactions in the standardized futures contracts were 
few, prices on those transactions, and bids and offers in the 
absence of transactions, tended to keep closely in line with the 
prices on merchandising transactions. The futures market thus 
served, in effect, as a price-quotation service that translated the 
prices paid on unstandardized merchandising contracts into stand
ardized contract terms. 

Enough has been said on earlier pages about the need for a 
futures market to attract "hedging" use. Here we proceed im
mediately to consider some of the reasons why handlers of a 
commodity choose to use the futures market otherwise than for 
merchandising. Some handlers of a commodity, like people in 
any other broad category of mature and active persons in the 
community, may, as individuals, choose to speculate, and to 
speculate in the commodity that they handle. I do not count 
that as a business use of the futures market. As a practical 
means for identifying business use of the futures market, other
wise than for merchandising, I accept the criterion that the fu
tures contract be used as a temporary substitute for a merchan
dising contract that will be made later.35 

5 This criterion, in more specific form, was written into the Commodity Exchange 
Act as part of its definition of "hedging", as applied to processors and manu
facturers, through an amendment in 1956 which made the Act read in part: 
"For the purposes of this paragraph, bona fide hedging transactions shall mean 
[among other things] . . . purchases of any commodity for future delivery on or 
subject to the rules of any board of trade to the extent that such purchases . 
shall not exceed such person's unfilled anticipated requirements for processing 
or manufacturing during a specified operating period not in excess of one year: 
Provided, That such purchase is made and liquidated in an orderly manner and 
in accordance with sound commercial practice . . ." (U.S. Department of Agri-
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There is one quite general reason for any businessman's use 
of a futures market. The need for putting it foremost, with 
other reasons considered subsidiary, was brought to my attention 
by a remark of a grain merchant, Mr. Virgil A. Wiese, in an 
address that I chanced to hear. Grain merchants, he said, are 
not in business to avoid risk, but to make money. That remark 
deserves to be borne in mind as a warning that we should not 
too lightly assume that, if risk reduction can be shown, it is 
the sole reason for a businessman's use of the futures market; and 
we should not close our eyes to the possibility that businessmen 
may sometimes use a futures market with full recognition that 
they thereby take some added risk. 

We should also bear in mind that a fairly intimate knowledge 
of the business may be needed in order to understand why a 
businessman uses a futures market. When I asked a flour-mill 
manager why millers say that they hedge to avoid risks, he 
promptly responded: "Because it is hard to explain the real 
reasons for mill 'hedging' to a person who doesn't understand 
the milling business". 

A third fact to be noted at the outset is that there are two 
sides to the question, Why does a businessman "hedge". Some
times we need to ask" Why does a businessman make temporary 
use of a futures contract, instead of entering immediately into a 
forward merchandising contract? And sometimes we need to 
ask: Why does a businessman want to buy or to sell now, for 
later delivery, instead of waiting to make a "spot" purchase or 
sale at the time when he wants to take delivery or to make delivery? 

The former of these two subsidiary questions can be answered 
the more briefly, though even it has different answers in different 

culture, Commodity Exchange Authority, Commodity Exchange Act, as Amended, 
Section 4a) 

The temporary substitute criterion had previously been implicit in the Act's 
definition of hedging as applied to: (a) sales of futures by a producer, not ex
ceeding " . . . the amount of such commodity such person is raising, or in good 
faith intends or expects to raise, within the next twelve months . . ."; (b) sale 
Of futures ". . . against the products or by-products of such commodity owned 
or purchased [for later delivery] by such person . . ."; or (c) purchase of futures 
". . . against the sale [on a forward merchandising contract] of any product or 
by-product of such commodity by such person". 

But the Act does not at present recognize as "hedging" a purchase of futures 
by a merchant, to cover his "unfilled anticipated requirements" for merchandising. 
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circumstances. In some lines of processing (flour milling is an 
example) and in some kinds of merchandising, buying and sell
ing decisions are simplified if purchases and offsetting sales can 
be made simultaneously, or nearly so. A futures market offers 
the opportunity for making a purchase or a sale at any time and 
with maximum convenience. Then the futures contract can be 
replaced by a merchandising contract as soon as a good oppor
tunity arises. 

In other circumstances, a commodity handler may want to 
make a forward sale, for example, but find no buyer on a mer
chandising contract who is willing to pay as much, quality and lo
cation considered, as speculators are willing to pay in the futures 
market. A sale on a futures contract is then made as a temporary 
substitute for a forward merchandising contract, not merely as 
a matter of convenience, but to get a better price. 

In still other circumstances, the commodity handler may want 
to make a forward purchase or sale, and find no one willing to 
enter into the desired merchandising contract with him. A cattle 
feeder, for example, wanting to make a sales contract early in 
the feeding period, may be unable to find anyone who wants to 
buy his cattle, for delivery several months hence. In that case, 
use of a futures contract as a temporary substitute for a merchan
dising contract may be necessary, in the sense that it is the only 
means at hand for making a sale at that time, with delivery 
postponed. 

To summarize, then, a futures contract may be used as a 
temporary substitute for a merchandising contract: (a) merely 
for the sake of convenience, allowing the contemplated merchan
dising contract to be made shortly afterward, but at leisure rather 
than under pressure; or (b) because the price on the futures 
market is more favorable, quality and location considered, than 
any price immediately available on a forward merchandising 
contract; or (c) from virtual necessity, because the futures mar
ket offers the only practical opportunity to make a forward sale, 
or purchase, at the desired time. 

These different circumstances present different degrees of in
centive to use of the futures market. The incentive tends to be 
greatest in a case like that of the cattle feeder, and may be so 
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strong as to lead to the use of a futures contract that is a relatively 
poor substitute for the desired merchandising contract. Prior to 
the establishment of futures trading in live cattle, cattle feeders 
sometimes sold corn futures as a temporary substitute for a mer
chandising sale of their cattle. Any large change in cattle prices 
tends to be accompanied by a roughly similar change in corn 
prices, hence such a relatively poor substitute could be useful. 

At the other extreme, use of a futures contract as a matter of 
convenience tends to occur only if the cost is slight and the 
futures contract a very good temporary substitute for a mer
chandising contract. Flour millers in the Pacific Coast states 
have had the choice of either using a wheat futures market in 
that area, which has tended to be expensive because the market 
lacked fluidity, or of using a mid-continent futures market, in 
which the futures contract was not a very good substitute for a 
West Coast merchandising contract (wheat prices in the two areas 
do not move in close day-to-day correspondence). In consequence, 
flour millers in Pacific Coast states have made little use of futures 
markets, 36 whereas mid-continent millers have been among the 
most consistent users of futures markets in any line of business. 

Turn now to the question, why should a commodity handler 
want to buy or sell, on either a merchandising contract or some 
substitute contract, before he is ready to take delivery or to make 
delivery, as the case may be? 

Probably the strongest reason for a producer, merchant, or 
warehouse operator to seek to make a sale is expectation of a 
large price decline between now and the time when he will want 
to make delivery; and probably the strongest reason for a mer
chant or processor to seek to make a forward purchase is expec
tation of a sharp price advance between now and the time when 
he will want delivery. The strength of the incentive depends on 
the degree of confidence with which the expectation is held. 
Many handlers of a commodity — most obviously, merchants op
erating over a wide territory, and large scale processors of the 

6 My information regarding the practice in recent years comes from trade sources. 
Out of 26 Pacific Coast mills that responded in a survey made by the Federal 
Trade Commission concerning hedging practice in 1915-16, only 3 reported any 
use of futures markets. (Report on the Grain Trade, Vol. VII, p . 44). 
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commodity, but also others who choose to keep well informed — 
can rightly place a good deal of confidence in their own price 
expectations, and can enhance their business profits by exercising 
judgment in the timing of purchases and sales. 

When, for example, a merchant holding stocks of a commodity 
expects a price decline, and therefore sells futures, he ordinarily 
says that he sells to avoid risk. But if that sort of risk avoidance 
is to be considered the equivalent of taking out an insurance 
policy, the proper analogy is with a case of a man taking out 
life insurance immediately after being told by his doctor that 
he has no more than six months yet to live (the doctor"s opinion 
might prove mistaken, just as the merchant's expectation might 
prove mistaken, hence uncertainty exists in each case). 

Obviously it is important to distinguish between the two 
sorts of risk avoidance that a "hedger" may seek. If a business
man "hedges" regularly, making no effort to judge what price 
change is likely to occur, I shall call that "insurance-type hedg
ing". If he "hedges" because he anticipates an adverse price 
change, I shall call that "anticipatory hedging".87 

The difference between "anticipatory hedging" and specula
tion is, first, that in "anticipatory hedging" the purchase or 
sale of futures serves as a temporary substitute for a merchandis
ing contract that will be made later — not more than a year later, 
according to the definition in the Commodity Exchange Act — 
whereas in the case of speculation no subsequent merchandising 
transaction is ordinarily contemplated. Secondly, "anticipatory 
hedging" seeks to profit from the exercise of price judgment with
out incurring any great amount of added risk — the risk assumed 
takes the place of an alternative risk that is avoided, — whereas 
speculation typically involves the assumption of risk with no 
offsetting avoidance of an alternative risk. Borderline cases arise 
if a business firm buys or sells futures too far in advance of the 
contemplated merchandising purchase or sale, but it remains 
important nevertheless to recognize that the exercise of price 
judgment through "anticipatory hedging", as ordinarily prac
ticed, ought not to be classed as speculation. 

27 As here defined, "anticipatory hedging" includes what I have elsewhere called 
"selective hedging"-
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Perhaps, I have been asking the reader to depend too much on 
unaided imagination in an effort to visualize "hedging" under 
different circumstances. Table 2 presents some statistics on use 
of a futures market by handlers of the commodity that can help 
toward visualizing different situations realistically. The data 
are a breakdown, by occupation, of some of the statistics pre
viously given in Table 1 as totals for all handlers of the commo
dity. The statistics are for onions because that is the only com
modity, with the possible exception of potatoes, for which so 
much information on open contracts, by occupation of the han
dler, is available. 

I have not been able to visualize any circumstances under 
which an onion grower would have occasion to buy onion futures 
as a temporary substitute for a merchandising contract to be 
made later; consequently I regard all, or nearly all38 of the 
recorded long holdings of futures by onion growers as reflecting 
speculation rather than business use of the futures market. A 
grower who sometimes speculated and sometimes "hedged" would 
be likely to have his account classed by the reporting commission 
merchant as a speculative account, even at a time when he had 
only a short position, classifiable under the Commodity Ex
change Act as "hedging". It is possible, therefore, that the 
greater part of the short positions of growers that are shown 
in Table 2 under the heading " 'speculative' accounts" deserve to 

8 It is necessary to qualify because a long position in one delivery month may have 
been acquired as partial offset to a previously acquired short position in another 
delivery month, leaving the "hedger" with a "spread" position, to be closed out 
subsequently. For example, an onion grower may have sold 40 carlots (an amount 
slightly less than the average short position of reportedly hedging growers on 
August 31) on the first trading day of July, six weeks before harvest, and may 
have made the sale in the high priced February future. Then on August 20 he 
may have sold 5 carlots of harvested onions, spot, and immediately "lifted his 
hedge" to that extent by purchasing the lower priced November future. Suppose, 
then, that he waited until late October to close out the resulting spread position; 
the series of transactions would have proved highly advantageous, as may be seen 
from the following price quotations (closing prices per 50-pound bag from Chicago 
Mercantile Exchange Yearbook); 
Delivery Month July 2 Aug. 20 October 19 

February 1957 $2.45 $1.40 $1.03 
November 1956 1.94 1.08 .79 

Difference .51 .32 .24 
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Table 2. Numbers of Onion Handlers Holding Futures Contracts 
and Numbers of Carlots Held, by Class of Handler, 

Classification of Account, and Date, 1956* 

Class of onion 
handler and date 

Growers 
May 31 
Aug. 31 
Oct. 31 
Dec. 31 

"Speculative" 

No. 

15 
47 
46 
59 

Grower; shippers and dealers 
Aug. 31 
Oct. 31 
Dec. 31 

24 
18 
23 

Terminal market merchants 
May 31 
Aug. 31 
Oct. 31 
Dec. 31 

Brokers (cash onions) 
May 31 
Aug. 31 
Oct. 31 
Dec. 31 

Grocer organizations 
May 31 
Aug. 31 
Oct. 31 
Dec. 31 

Processors 
May 31 
Aug. 31 
Oct. 31 
Dec. 31 

25 
74 

103 
104 

0 
13 
11 
8 

6 
9 

18 
8 

0 
2 
2 
2 

accounts 

Carlots 

Long 

266 
456 
351 
346 

282 
281 
352 

360 
1,033 
1,180 
1,326 

0 
93 

114 
51 

30 
43 
78 
15 

0 
34 
20 
29 

Short 

135 
354 
329 
137 

24 
16 

260 

254 
188 
332 
465 

0 
0 
0 
0 

0 
0 
0 

23 

0 
0 
0 
0 

"Hedging" accounts 

No. 

18 
29 
30 
19 

7 
4 
7 

13 
22 
19 
26 

2 
2 
0 
0 

0 
1 
0 
0 

0 
1 
1 
1 

Carlots 

Long 

22 
101 
53 
49 

10 
5 

19 

52 
108 
157 
148 

5 
30 

0 
0 

0 
40 
0 
0 

0 
175 
124 
62 

Short 

234 
1,271 
1,255 

887 

731 
716 
779 

646 
1,179 
1,051 

812 

1 
2 
0 
0 

0 
0 
0 
0 

0 
0 
0 
0 

* Data from Commodity Exchange Authority, Surveys of Open Contracts (mimeo.): 
Classification as "speculative" or "hedging" made by futures commission merchant 
carrying the account, presumably in an effort to comply with the definition of 
"hedging" in the Commodity Exchange Act. 

be regarded as "hedging". In commenting on "hedging" by 
onion growers I take these into account, as well as the short 
positions specifically reported as "hedging". 

From sometime in April until late summer, freshly harvested 
onions move quickly from the fields to the consumer, first from 
areas in Texas where the harvest is earliest, and subsequently 
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from areas with progressively later harvests. Finally comes what 
is called the late summer crop, grown in areas with a cold cli
mate, harvested mainly during September and October39, and 
mostly placed in storage, for shipment during later months, 
until March or April. Storage is almost entirely on the premises 
of the grower, in what is called common storage, with only the 
refrigeration provided by nature. Growers holding short posi
tions, even as early as May 31, appear to have been nearly all 
concerned with production for the late summer crop.40 

Short positions held by growers as early as May 31, 369 carlots, 
are possibly all classifiable as representing "insurance-type hedg
ing", on the supposition that those growers, attracted during 
April by futures prices of $1.60 to $1.80 per 50 pound bag (No
vember future), had decided to raise onions instead of some 
alternative crop and had thereupon "hedged" by selling in the 
futures market. By August 31, total short positions held by 
growers had increased from the 369 carlots held on May 31 to 
1,625. Some parts of that increase may have represented "in
surance-type hedging", but most of it, I suspect, arose from 
"anticipatory hedging", motivated by opinions that the price 
after harvest was unlikely to be so high as it was currently. The 
price of the November future went above $2.00 on one day in 
June and on most days during July; but it declined precipitously 
during August to a low of $1.01 on the final day of the month. 

Growers who held a short position in futures at harvest time, 
unless financially pressed, would have tended in most instances 
to seek to sell their harvested onions at times when they could 
get a price that appeared favorable in relation to the futures 
price; because they intended to lift their "hedge" at the same 

38 Statistics of onion production are compiled for three categories, according to time 
of maturity of the crop, namely, "spring", "early summer", and "late summer", 
and the latter is taken as August-September. But actual harvest in the more 
northerly producing areas extends through October to such an extent that No
vember was taken as the first month for deliveries on futures contracts. And 
onions harvested as early as August, though in considerable part stored, do not 
keep well in common storage beyond about December. 

10 The published classification of contracts by geographic area gives no breakdown 
by occupation of the trader; total short positions of all traders in states where 
onions are harvested before late summer amounted to only 66 carlots on May 31, 
as compared with the total of 369 carlots for "growers" alone on that date. 
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time that they sold the cash onions, they would give attention 
to that price relation rather than to the price itself. During 
October the February future held about 24 cents above the price 
for November delivery, and the price of the March future, 11 
cents higher yet. Onions lose weight in storage, hence the incen
tive to postpone sale of stored onions until later in the storage 
season was not so strong as these price differences might suggest, 
but an incentive was present and would have tended to influence 
any grower holding a "hedged" supply of onions. 

The second category in Table 2 appears to have been intended 
to provide information on use of the futures market by dealers 
in onions at country points, not growers; in the CEA publica
tions, the data appear under the heading "onion shippers and 
dealers (in growing areas) ". But onion growing in the northern 
producing areas tends to be one-crop farming, leaving the grower 
with little or nothing to do on the land for several months after 
the crop is harvested. Some enterprising growers occupy them
selves after harvest as "onion shippers", selling their own onions, 
and onions purchased from their neighbors, to terminal market 
merchants. Such a grower-shipper might see no reason to keep 
two accounts with his futures commission merchant, one desig
nated as connected with his business as a grower and the other 
connected with his business as a shipper, and if he kept only 
one such account it might be reported to the CEA as that of 
an onion shipper. Now onion shippers and dealers at country 
points, as such, have little occasion to hedge, inasmuch as they 
do little or no storing of onions; but we see in Table 2 that 
the short "hedging" positions reported for what I call "grower-
shippers and dealers" averaged, after May 31, more than twice 
as large per account as did the corresponding positions of "onion 
growers". I infer that these short "hedging" positions should be 
interpreted as chiefly or wholly "hedging" by growers, and that 
they averaged large per account because those onion growers 
who engage also in the shipping business tend to be particularly 
large scale growers. 

Long positions classed as speculative seem to me necessarily 
so classed in the case of "grower-shippers" as well as in that 
of "growers". Short positions of grower-shippers, however classed 
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in the table, seem to me to deserve the presumption that they 
were held as temporary substitutes for merchandising contracts 
that would be made later; but whether they represented "in
surance-type hedging" or "anticipatory hedging" is open to as 
much question in the case of a "grower-shipper" as in that of 
a "grower". 

Terminal market merchants whose accounts were classed as 
"hedging" accounts, and who were net short in the futures market, 
may reasonably be presumed to have held those net short posi
tions against onions that they had purchased, some of those onions, 
perhaps, being still held by the grower for later shipment. 
Whether such holding of futures by a merchant should be classed 
as "insurance-type hedging" or "anticipatory hedging" might 
have been determinable at the time either through interview with 
the merchant or from study of his past practice. If he had a 
record of sometimes "hedging" and sometimes not, there would 
be grounds for suspecting that in this instance he had thought 
a price decline likely and had "hedged" for that reason. We 
shall later encounter an apparently authoritative statement indi
cating that onion futures were little used for "insurance-type 
hedging". 

Any terminal market merchant who held a net long position 
may almost certainly be regarded as having held the futures 
contracts as a temporary substitute for merchandising purchases 
that he would make later — probably not more than a few weeks 
later, inasmuch as the average size of the long positions classed 
as "speculative" never exceeded 14 carlots per account. On that 
ground his use of the futures market might be regarded as "an
ticipatory hedging". But, I suppose, that the price at which a 
merchant can sell at any given time is very closely dependent 
on the price at which he might buy at that time. If so, the risk 
that he incurs through forward buying, whether in the futures 
market or otherwise, is not offset by a corresponding risk avoided; 
on that ground, any forward buying that he does might be classed 
as speculation. Yet there is still another factor to be considered. 
The nature of the merchant's business is such that he must buy 
some days or weeks before he sells, and carry stocks either in 
storage or in transit. Suppose that he must buy, on the average, 
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at least two weeks in advance of sale and that, thinking a price 
advance likely, he bought futures in an amount equal to two 
additional weeks of sales; because risk of price change increases 
approximately as the square root of the time interval involved, 
buying twice as far ahead has not doubled his risk, but has in
creased it by only about 40 percent. 

The long positions of terminal market merchants in the fu
tures market are therefore peculiarly difficult to classify. I shall 
call them "speculative", but put the term in quotation marks to 
indicate doubt whether they ought to be so classed. They con
stituted 34 percent of all long positions classed by the CEA as 
"speculative" on October 31, and 37 percent at the end of De
cember. 

The most noteworthy figures in the remainder of Table 2 are 
the long "hedging" positions of one onion processor, starting 
with 175 carlots long on August 31 and diminishing progressively 
in amount on successive reporting dates. These seem clearly to 
present an example of "anticipatory hedging", the size of the 
futures position being reduced as purchases were made on mer
chandising contracts. Such use of a futures market was not ef
fectively recognized as "hedging" under the Commodity Exchange 
Act until September 28, 1956, but the reporting futures commis
sion merchant evidently counted it as such on August 31. The two 
processors whose long positions were classed as "speculative" pre
sumably held their accounts with futures commission merchants 
who took a different view of the proper classification of such 
accounts. The fact that so few processors are shown as making use 
of the onion futures market is attributable at least in part to 
need by processors for onions quite different from the yellow 
globe variety represented by the futures contract, the prices of 
which tend to move quite differently than the prices of yellow 
globe onions, and partly to a long established practice by onion 
processors of contracting for their supplies in advance of plant
ing, with growers who could be counted on to deliver onions 
of the desired kind and quality.41 

" H o w general that practice has been I do not know; I encountered it in the one 
instance in which I inquired into an onion processor's practice. 
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Probably no two futures markets are alike in the degree to 
which they draw business from different classes of users. The 
onion futures market, which we have been led to take as a con
crete example because of the availability of statistics on open 
contracts, by occupational classes, for a number of well spaced 
successive dates, drew an unusually large proportion of its short 
"hedging" from producers. But it was unusual in that respect 
only because most futures markets have dealt in commodities 
that are easily stored, and can be stored most economically in 
commercially operated warehouses. Authors of papers that fol
low will be found to expect the futures markets for live cattle 
and for hogs to also draw the major portion of their short hedg
ing from producers of the commodity. 

The extent to which futures markets draw long "hedging" 
from processors or manufacturers varies greatly from one com
modity to another. Where there is a great deal of such long 
"hedging" it is not necessarily "anticipatory hedging" from the 
standpoint of the firm holding the futures contracts — in the 
wheat market, long hedging by flour mills is simply a reflection 
of anticipatory forward buying of flour by bakeries. 

Very little information is available on the extent to which deal
ers in different commodities take long positions in the futures 
market. Presumably dealers who normally hold substantial stocks 
of the commodity, as onion dealers in terminal markets do not, 
tend much less than did such onion merchants to take long po
sitions in the futures market; they can "speculate", if that is 
the proper word for it, simply by refraining from "hedging" the 
stocks that they hold. 

In the case of a commodity that is stored in large quantities 
at central points, giving rise to the development of warehousing 
as a specialized business, there tends to emerge also a distinc
tive sort of "hedging", if a futures market is available. To the 
extent that the warehouser owns the commodity that he stores, 
his basic operating decision is whether to buy for storage or not. 
Given opportunity to sell forward, either on forward merchandis
ing contracts or in a futures market, a decision to buy for storage 
tends to be made on the basis on the "carrying charge" reflected 
in the difference between the current price at which a forward 

[40] 

© The Chicago Mercantile Exchange, 1970 
www.cmegroup.com



HISTORY AND DEVELOPMENT 

sale can be made and the corresponding current spot price. No 
question arises as to whether to sell forward or not, it being 
taken for granted that any spot purchase will be offset by a for
ward sale in equal amount either in the futures market or on a 
forward merchandising contract. If the choice is to sell in the 
futures market, that decision may be taken for any of the three 
reasons given earlier for such a choice, namely: convenience, 
a more favorable price, or absence of any immediate opportunity 
to make a suitable forward merchandising sale. 

Near the end of this volume Don Paarlberg emphasizes the 
need for public understanding of the usefulness of futures mar
kets. That need can be critical. In 1893, a bill that would have 
put an end to all futures trading in the United States only nar
rowly escaped enactment by the 52nd Congress. A similar bill 
considered by the 53rd Congress was passed by the House, but 
failed in the Senate.42 During the next sixty years, so far as I 
know, no attack on futures trading came so close as that to 
success, but in 1958 a more limited attack succeeded; in that 
year any further futures trading in onions was prohibited by 
federal legislation. 

If education in the usefulness of futures markets is to be as 
effective as it should be, it must be directed in part at correcting 
prevalent misconceptions. Without such direction, an attempt 
to defend futures markets is like trying to defend a military 
position by random firing in the dark, without knowledge of 
the position of the enemy. Critical prevalent misconceptions re
garding futures markets are nowhere more clearly revealed than 
in the committee hearings that preceded congressional action on 
the legislation to prohibit futures trading in onions — hearings 
that led committees of both the Senate and the House to rec
ommend, unanimously so far as the records show, that futures 
trading in onions should be prohibited. 

Although the voluminous record of the committee hearings 

12 Emery, H.C., Speculation on the Stock and Produce Exchanges of the United States 
(New York, 1896), pp. 219-23. 
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includes excellent presentations of the case for futures trading 
as well as the arguments against it, our concern at this point is 
with the line of reasoning, and the statements of fact, or supposed 
fact, that led the committees to decide against the futures market.43 

These may be summarized as follows: 
(1) In the absence of a futures market the price of a commodity 

is determined by natural operation of the law of supply and 
demand; with a futures market, speculation becomes a major 
price influence, causing unwarranted price movement such as 
would not otherwise occur. 

(2) Much speculation in futures is mere gambling, by people 
with little or no knowledge of the commodity situation; and 
much speculation is "in-and-out", the speculator holding any 
one position for only a brief time. 

(3) "Hedging" is useful to handlers of the commodity only 
as a means of risk avoidance; it serves that purpose well, and is 
beneficial to the public, only if it is practiced systematically, as 
"insurance-type hedging". 

(4) There was little systematic hedging in onion futures, 
hedgers have tended ". . . to hedge only partially and to place 
and remove their hedges sporadically, with changing appraisal 
of market conditions . . . The average producer of onions does 
little, if any, direct hedging in the futures market."44 

The final statements above, quoted from the testimony of the 
Administrator of the Commodity Exchange Authority, Mr. 
Rodger R. Kauffman, deserves immediate comment. His state
ment that most "hedging" had been sporadic, which I assume 
to have been founded on good evidence, was made in a con
text that indicated belief on his part that such "hedging" failed 
to serve an economically useful purpose. His statement that 
the average onion producer did little if any direct hedging may 

43 A particularly full presentation of evidence on both sides appears in U.S. 85th 
Congress, 2nd Session, Senate, Hearing Before the Committee on Agriculture and 
Forestry, March 20, 21, 24, 25, and 26, 1958. An earlier subcommittee hearing, held 
under a chairman who frankly admitted his bias against the futures market, seems 
to me to reveal especially clearly the line of reasoning that proved most influential 
with the congressional committees. The transcript of that hearing is cited in a 
footnote below. 

41 U.S. 85 Congress, 1st Session, Senate, Hearing before a Subcommittee of the Com
mittee on Agriculture and Forestry, Aug. 12, 1957, pp. 29, 30. 
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be technically defensible on the ground that the number of 
onion producers classed as hedgers (Table 2 above) was rather 
small in relation to the total number of onion growers in the 
country; but it tends to give an impression at variance with the 
fact that persons classified purely as growers (not counting the 
grower-shippers) are credited with about the same amount of 
hedging, in the aggregate, as is shown for all terminal market mer
chants using the futures market. Growers and grower-shippers 
together were credited in the statistics with more "hedging" than 
all other users of the market combined. 

The fallacy of proposition (1) above lies in its neglect of the 
fact that the price of a commodity, of which stocks are held, can
not be determined by an impersonal economic law; it is deter
mined by human judgments, essentially speculative, regarding 
what those stocks can be sold for at a later time. The existence 
of a futures market, while allowing some people to speculate in 
the commodity who would not otherwise be able to do so, also 
allows those holders of the commodity who distrust their own 
price judgments, to escape from what would otherwise be a need 
to "speculate". 

Proposition (2) is a double proposition. Its first part depends 
for its persuasiveness on an implied assumption that holders of 
stocks of the physical commodity, in the absence of a futures mar
ket, are none of them ill informed and essentially gambling on 
price prospects. The second part, implying that the only useful 
speculation in futures is that which involves holding positions for 
extended periods, ignores the fact that price prospects for a stored 
commodity are subject to frequent change, giving reason for 
alert observers of the economic situation to often change their 
positions in the market, thereby promoting price adjustment to 
the new situation. 

Proposition (3) rests on a narrow and oversimplified concept 
of "hedging", promoted by writers with little knowledge of the 
diversity of ways in which handlers of a commodity can use a 
futures market to advantage, depending on special characteristics 
of the line of business in which they are engaged. Because text
book explanations of "hedging" have identified it almost exclu
sively with what I have called "insurance-type hedging", it may 
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be necessary in discussion of the economic usefulness of futures 
markets to abandon use of the term "hedging", and to speak 
instead of "use of the futures market by handlers of the com
modity". Perhaps the most serious consequence of widespread 
acceptance of the narrow definition of "hedging" is its implica
tion, widely accepted, that handlers of the commodity, through 
their use of a futures market, cease to influence the price, and 
leave price determination largely in the hands of speculators in 
the futures market. The fact may be that handlers of a com
modity often use the futures market in such a way as to increase 
the extent to which the price is influenced by well informed 
handlers of the commodity. 

Once misconceptions have been sufficiently dealt with, the 
chief merits of futures markets, from the public standpoint, can 
be presented rather briefly and simply. They may be stated under 
three heads, beginning with what I regard as the least important, 
as follows: 

A. Effect on price variability. 
Commodities for which a futures market can exist are inevitably 

subject to frequent and sometimes large price changes owing to 
changes in economic conditions and prospects. Whether the exist
ence of a futures market tends to result in less price variation, 
or more variation, than would otherwise occur cannot be demon
strated on the basis of economic reasoning alone. The evidence 
from statistical studies appears to me to be conclusive on only 
one point, namely, that the average amount of seasonal variation 
in the price tends to be less in the presence of a futures market 
than in its absence. There is much statistical evidence indicating 
that selling pressure by producers at times of seasonal surplus 
causes less price depression in the presence of a futures market 
than in its absence; and there is no evidence, so far as I know, 
that points toward a contrary conclusion. 

Reliable statistical evidence comparing price variability (other 
than average seasonal variation) with and without a futures 
market is scanty, partly owing to a scarcity of statistical studies 
that have used sufficiently sensitive statistical tests, but largely 
because there have been few opportunities to make statistical 
comparisons under conditions that allowed reasonably confident 
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judgment that an observed difference in price variability within 
the year was attributable to existence of the futures market rather 
than to some other change in conditions. One study, made under 
particularly favorable circumstances in the latter respect, has in
dicated fairly clearly that futures trading tended to moderate 
price fluctuations, through diminishing the amplitudes of price 
variations caused by changes in supply prospects. A futures mar
ket offers rich reward for early recognition of any change in sup
ply prospects, and if a prospective shortage, for example, is rec
ognized early, the price advance that is needed to effect market 
equilibrium is less than that which becomes necessary if recogni
tion of the shortage is delayed until late.45 

B. Usefulness to handlers of the commodity. 
Futures markets can exist, as we have seen above, only on the 

basis of usefulness to handlers of the commodity. The amount 
of business done on a futures market varies from commodity to 
commodity, and from time to time for any one commodity, in 
fairly close proportion to the amount of business that futures 
markets attract from handlers of the commodity. The benefits 
derived by producers, merchants, warehousers, or processors from 
their use of a futures market differ according to the nature of 
the business and other circumstances. One benefit that can often 
be gained is a considerable reduction in risk, along with avoidance 
of need to try to anticipate likely price changes. 

But it is not necessarily in the public interest that businessmen 
handling the commodity should hedge routinely, thus avoiding 
major participation in the price-forming process; if all handlers 
of a particular commodity did that, price-formation for that com
modity would be left almost wholly in the hands of speculators 
on the futures market, who might or might not be as well in
formed, on balance, as businessmen handling the commodity. 
And many businessmen, from producers to processors, consider 
it good business on their part to exercise price judgment in the 

" T h e statistical evidence which I interpret thus appeared originally in Holbrook 
Working, "Price Effects of Futures Trading", Food Research Institute Studies, 
Vol. 1, pp. 17-23, 1960; it was summarized briefly and supplemented by some 
additional evidence in H. Working, "Futures Markets under Renewed Attack", 
Food Research Institute Studies, Vol. 4, pp. 18-20 (1963). 
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timing of their sales or their purchases, or both. For such busi
nessmen, a futures market offers the advantage of avoiding con
flict between the dictates of price judgment and other business 
considerations. 

Examples of the usefulness of a futures market in avoidance 
of conflict between different business considerations can be drawn 
from any line of business involving the handling of a commodity. 
A cattle feeder has little choice as to the time when he moves his 
cattle from feedlot to market; but by judicious use of the futures 
market he can in effect time the sale within a span of many 
months, in accordance with his price judgment. A merchant may 
be under the necessity of accumulating stocks when producers 
want to sell, lest he lose established business connections and good 
will; but through appropriate use of the futures market, he can, 
in effect, time his purchases as price judgment dictates. A fruit 
canner must have sugar when the fruit arrives for packing, and 
cannot economically accumulate large stocks in advance; but 
through use of the futures market, he can, in effect, buy the needed 
sugar well in advance, when he considers the price advantageous. 
Such uses of a futures market are not only advantageous to any 
user with good price judgment; they tend also to promote better 
adjustment of the price to existing supply conditions and pros
pects than would occur if handlers of the commodity were more 
restricted in their exercise of price judgment. 

C. Openly competitive pricing. 
Commodity markets in which merchandising transactions are 

executed in open competitive bargaining have virtually disap
peared in the United States, and elsewhere in the commercially 
developed world. Where they continue to exist, in the United 
States at least, only a tiny fraction of total merchandising trade 
occurs on them, and in a large proportion of such instances they 
are maintained solely for the purpose of providing price quota
tions on a few publicly executed transactions. The representa
tiveness of these transactions is then open to question. 

With virtually all merchandising trade carried on through 
private negotiation, a large firm, with extensive private sources 
of market information, has substantial competitive advantage over 
any small firm, possessed of only limited information on the cur-
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rent attitudes of prospective buyers and sellers. Producers, for 
the most part, sell in a local market where, as always, there tends 
to be only limited competition between buyers; and the producers 
of most farm products today lack the guidance of a reliable price 
on a central merchandising market to aid them in their negotia
tions with buyers. They can know, through market news re
ports, what prices other producers, in a similarly disadvantaged 
position, are receiving, but that may tend more toward forcing 
them to accept a comparatively low price than toward helping 
them to bargain for a better price. 

That, at least, is the prevalent situation today in the absence 
of a futures market for the commodity. But in the presence of 
a futures market, with its open and highly competitive bargain
ing, the absence of an open competitive merchandising market 
does not matter. Prices on the futures market record accurately 
the current balance of market opinion. Properly understood, they 
help the bargaining position of producers, small merchants, and 
small processors even more than would an open and competitive 
merchandising market that recorded only prices on spot transac
tions. 

In one of the papers that follow Henry Bakken devotes several 
paragraphs to the fact that a futures market tends to counter the 
effects of oliogopsonic conditions in the pricing of a commodity; 
but elsewhere in the literature there is little reference to that 
merit of a futures market. During the three-quarters of a cen
tury that has passed since the traditional lines of argument in 
favor of futures markets were laid down, marketing conditions 
have changed. Today, the fact that futures trading provides cen
tral market prices established in open competitive bargaining 
may deserve to be regarded as the chief merit of futures markets 
from the public standpoint. 
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