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Part II
Basic Concepts Pertinent to Futures Trading
In Meats and Livestock
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ADAPTION OF FUTURES TRADING
TO LIVE CATTLE
By
Henry H. Bakken
University of Wisconsin
Some of the most remarkable milestones along the highways of business evolution paralleling those of the industrial
revolution were the social innovations which antedated that
period by some centuries. These were the coinage of money, the
abolition of slavery, private property ownership, the negotiable
contract, the bill of exchange, and the corporate organization,
among others. In my estimation, the concept of trading in futures should be accorded a place in history equal to any of
these. It might even be one of greater significance. The technique
of trading in futures deserves this recognition because it is a
very novel idea still not fully comprehended by many. It serves to
accentuate the preceding social inventions of mankind implementing and bringing them into play in all the free markets
of the world.
Through the use of futures contracts, traders have succeeded
in reducing all the divergent characteristics of the things bought
and sold to a common denominator. The common denominator,
of course, is the equitable legal rights to goods, service, and
properties. McLeod, the astute Scottish banker, was one of the
first writers to maintain that, in the market place, it is not
physical commodities that are bought and sold; it is the legal
rights to these things. This trenchant observation was made in
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FUTURES TRADING IN LIVESTOCK
1881, long after businessmen had initiated contractural obligations as a means of practical expediency.
The period in which a new futures contract is launched can
be critical. Some futures contracts have been formulated prematurely and failed because those concerned were not ready for
change. Similarly, some contracts have been offered belatedly
with indifferent success. In forming the live cattle futures in
1964, it appears from subsequent events that the timing was propitious. The officials of the Chicago Mercantile Exchange are
to be commended for their foresight, whether they were clairvoyant or just lucky.
Another aspect of time that has a bearing on futures relates
to it as a factor in the determination of values. All prices usually
have three dimensions. Scarcity was the first to be recognized
possibly because it was the most obvious — shades of Malthus.
Utility came into focus next as men conceived new uses for the
resources around them. This process goes on apace. The time
dimension, third in the series that was recognized, was much
more elusive — nevertheless, it is the most important. The whole
area of market activity of any real consequence extends from
the present instant on into the future because all ownership
lies in the future. Men live in expectation of the amenities of
life. This idea has been expressed in a classical way as follows:
"Man emerges from the past, acts in the present, and lives for
the future." When prices are projected into the future, as it
is done in a futures market, it enables men to plan their activities,
both productive and pleasurable, with a higher degree of certainty. Value judgements based on scarcity and utility are generally inspired by the attributes of corporeal goods, but these
are ephemeral.
In soliciting advice from some of my friends in the preparation of this paper, one of them took a dim view concerning the
probable success of any futures contract based on livestock. As
a matter of fact, he entertained doubts about their efficacy for all
animal products in general. It is recognized that futures trading in
various kinds of grain has been outstandingly successful. It is
accepted as an indispensable institution facilitating distribution.
Apparently it has attained a status of permanency in the market
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system prevailing in this country. Yet, with some humility, we
must recognize this same procedure was well established at one
time in Canada, England, France, Germany and a number of
other countries of the world. In Europe, Asia, and elsewhere,
Commodity Exchanges have been supplanted by state trading or
totalitarian intervention. This transition gives emphasis to the
old axiom that, "There is nothing permanent except change."
My friend's critical attitude toward futures trading in livestock,
of course, represents the traditional point of view concerning the
limited applicability of trading in futures. The earlier writers
on the subject contended that the technique of selling futures
contracts is circumscribed in its application to a limited number
of commodities. The reasons given in support of this view were
presumably derived by some process of rationalization, but their
premises proved faulty. Ever since they drafted the specific list
of attributes which they considered essential to qualify a commodity for entry into the futures markets, it has been discredited
in actual practice. The list of qualifications that they set up can
be found in many textbooks, to wit:
1. The commodity must be a basic one.
2. It must not be perishable.
3. Units of the good must be homogeneous and fungible.
4. It must be one for which the price fluctuates frequently
and with wide amplitude.
5. It must be a product that can be accurately graded.
6. It must be measurable, both quantitatively and qualitatively
either by weight or cubic content.
7. The supply must not be controlled by monopoly interest.
8. Nearly all manufactured articles, especially stylized ones, are
unsuited for futures transactions.
9. A broad market should exist for the good, possibly a world
market.
10. Finally, it should be a product that is salable at all times
for liquidity.
These were the specifications set up by the early writers and
still followed by many. Time has repudiated these strict product
characteristics limiting entry to the charmed circle because they
were not consistent with the needs of the market on one hand,
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and in harmony with the changing technology effecting the handling and distribution of agricultural products on the other.
These superficial guidelines would have excluded such items
as eggs, butter, potatoes, dressed poultry, etc. and yet some of
these items have been bought and sold in futures for the past
20 or 30 years or even longer.
To specify variability of price as a prerequisite is a contradiction in itself. One of the strong arguments in favor of a futures
exchange is that it stabilizes prices and lessens the amplitude of
price variations. Technically, no product is strictly fungible.
The futures contracts usually provide for divergencies from the
"basic grades" and often establish a schedule of values for each
variation from the "basic grades."
Moreover, it is not necessary to deal in a product that is readily
and equally salable at all times. Every product offered on exchanges involved some factors of seasonability either from the
demand or the supply side, and all futures markets alternately
have their periods of animation and lethargy. One can conclude
from this analysis that, at least, some of the limitations portrayed by the earlier writers are more imaginary than real. Let
us say, they were largely fictional based on too few observations
of a technique not, then, too fully evolved. The mode of evaluating future expectations by use of executory contracts in a
free market may still be considered in its primacy. The proof,
in my opinion, is revealed by the fact that one commodity after
another has crossed the barriers, and they are being bought and
sold as futures with varying degrees of success in the principal
commodity exchanges both here and abroad wherever commodity
exchanges are permitted to exist.
Now it is freely admitted that "angus" are "angus" and "wheat"
is "wheat" and that the two are dissimilar in many respects. This
dissimilarity imposes different procedures in grading, shipping,
handling, storing, and conversion to use. Let us raise this question, however. Are these dissimilarities decisive in determining
their eligibility as a commodity upon which futures contracts
may be based, and if so, why?
Not too long ago, it became my duty to serve on a regional
research committee which aspired to study the market quality
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of wheat. The discourse at our first session by agronomists, biochemists, economists, plant pathologists and other specialists on
the nature and contents of a kernel of wheat was a revelation to
me. It was pointedly emphasized that one of the major problems
confronting the bakers of the nation was the wide range in
the quality of bread wheats. The causes for such variations
have mystified the technicians for years. Apparently, some varieties were known to be highly desirable for the purpose while
others are not so desirable. One particular variety was absolutely worthless as a bread wheat and yet it was grown and sold
for that purpose in the same areas where high quality bread
wheats were grown. A recent news item serves to emphasize the
importance of producing acceptable varieties of wheat. Early in
August, 1966, U.S.D.A. designated 36 varieties of wheat as undesirable for price support under the 1967 price support program.
Moreover, such varieties (all specified in the announcement) will
not be eligible for premiums and will be discounted 20 cents
per bushel in the price support loan and purchase rate for 1967
crop wheat. At the same conference, it was revealed that the
quality of flour obtained from any particular variety of wheat,
even the better ones, erratically depends upon where it is grown,
seasonal changes in climate, soil conditions, rainfall, and other
factors. One could only conclude from this evidence that wheat,
after all, it not just wheat. The need of the millers in buying
bread wheats is more and more definitive analysis, such as baking tests, laboratory research, field inspections, etc.
I relate this tale of woe about wheat production so those of
you who may be plagued with the notion that deliveries of live
cattle on futures contracts presents an insurmountable barrier (because of inability to accurately determine grades) to the continued success of such contracts may be reassured that the difficulties, if they do exist, are not singular or unique to the cattle
trade.
Animal products (animated or otherwise) may and probably
will be subjected to innumerable tests before they are accepted
as a qualified medium upon which futures trading may be established. We should always be aware of exigencies that might arise
to threaten the existence of any established organization how[61]
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ever solidly it may appear to be founded.
The point I wish to underscore in this instance is that the
failure of any particular futures contract does not preclude subsequent attempts to trade in the same commodity on a futures basis.
The fault may lie in the imperfections of the contract, the location of the market, available financial facilities, mischievous intrusion of exogenous forces, or any number of other factors none
of which may implicate the inherent characteristics of the commodity itself. It is my belief that nearly everything produced
in this economy may be bought and sold in futures, since nearly
everything we grow or manufacture today is already being sold
under contracts ranging from "to arrive" or "deliver contracts"
to futures contracts. Moreover, barring unfavorable legislation,
the volume of transactions in futures will continue to rise as
the population increases, and as the technique of trading in futures spreads to an ever increasing number of persons who understand and appreciate this means of facilitating and directing
distribution.
The ebb and flow of futures trading may be strongly influenced
in another way — by the personnel choosing this mode of doing
business. The brokers, speculators, scalpers, spreaders, and others
engaged in live cattle futures may be constituted differently
through environment, temperment, training, and natural aptitudes than those currently engaged in the business of dealing in
colonial goods, metals or grain. It takes time to create an institution, formulate the rules of conduct, develop customs, establish
tradition, and attract a body of traders dedicated to serve the
public and collectively perfect their own mode of organized behavior. The traders in grain futures have been in operation in
this country for 99 years (1867 to 1966) — the live cattle futures
less than two years. The difference in experience between these
two groups could well be a major factor in the success or failure
of any single venture. All we need do, is to look back on the
history of the grain trade to realize that the road to success is not
always free from obstructions. Competitors, meddlers, vested interests, and other intruders will be prone to place impediments
along the way to retard progress.
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It was my privilege to attend the conference held here in July
1964 at which industry representatives debated the means as well
as the wisdom of introducing and implementing a beef futures
contract. Candidly, if anyone had been so audacious as to predict that about 46,000 contracts would exchange hands in the first
year of trading, that this number would be more than doubled in
the next 8 months and the total value of all the trades in the first
20 months would exceed one billion dollars, I feel sure his
listeners would have voted him the Burlington Trophy for having the liveliest imagination in the year 1964. Nevertheless, this
is what happened in the live beef futures market on the Chicago
Mercantile Exchange in the period from November 1964 to May
1966.
In answering the question, "are dissimilarities in the commodities decisive to determining their suitability for futures transactions?", my answer is broadly an unqualified no. It is my contention that nearly everything extant in our economy is now being
bought and sold either under contracts "to arrive" or "deliver"
or as futures. The reason for this phenomena is that our market
system resembles, in some respects, a five-ring circus. We are
simultaneously engaged in transferring rights and titles in the
following ways:
A. Gift giving
B. Barter
C. Purchases and sales for cash
D. Contracts "to arrive" and "deliver"
E. Futures transactions
Volumewise, the transfers under A, B, and C are relatively small
in comparison to those consummated under D and E, probably
because of our credit economy. In portraying this market image,
it is not my objective to relegate the cash market to a role of
minor importance. It is an essential institution in which forward transactions are ultimately culminated. The sum of all
the transfers under A, B, and C might amount, in this economy,
to 10% of the total transactions in our credit economy. Physical
deliveries under futures contracts tend to be less and less the
longer such contracts are in use, and the greater the volume of
trade under each option. The percentage of contracts terminated
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by live cattle deliveries since the inception of this option was only
13/1000 of 1% at the close of the first 8 contract periods or
through mid-year 1966. Western cattle deliveries were 2.15/1000
of 1% for the two contract periods.
As an economy evolves from simple to complex stages, it
becomes necessary to develop a more sophisticated market system
to clear the trade. In this country, market transactions are channeled primarily through three avenues. The first of these is
the cash market.
This kind of market is designed to facilitate the transfer of
titles to specific lots or quantities of physical goods in exchange
for cash on the spot. Such a market institution is invariably
strongly influenced by terrestrial conditions effecting the production and utilization of commodities. The cash markets are
patronized in the main by producers, processors, and consumers
who enter these markets with a clear purpose of acquisition or
disposal of rights associated with particular goods which may
not be fungible or duplicated in kind, degree, or quality.
The things which are bought and sold in these markets, nevertheless, are rights and titles giving ownership and control to specific units of goods. The sellers impart and the buyers receive
possession of the goods immediately or shortly after the transaction. Failure to receive delivery of that which they have selected
might result in a real economic loss and cause considerable inconvenience to the principals involved. The breach of such a contract should entitle the aggrieved to specific performance or adequate compensation in a court of law to obviate any economic loss
which in some instances exceeds the actual value of the original
goods.
The prevalence of this form of trade interlinking the transfer
of rights to the physical delivery of the good creates a subjective
attitude toward all transactions. This inclination to overstress
the importance of corporeal goods has adversely influenced an
objective analysis of contract markets.
The contract "to arrive" or "deliver" is a phase of market development that has been grossly neglected by scholars and authorities specializing in market theory. The transactions in this category represent an intermediate position between the cash and
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the futures markets. The deals are usually for specific units or
lots of goods or their equivalent. Deliveries are called for after
a lapse of time and payments may be made at the time of delivery
or shortly thereafter. Agreements on the transfer of title in this
case may be made on samples, but they are also commonly made
on description. Remedy for breach of contracts in this classification are vested in the courts of law.
Futures contracts have been negotiated among traders ever
since 1697 according to the latest research reports on their origin.1
The primary role of a futures market is one of determining
prices for the present and projecting them into the future. Such
a market gives direction to the whole movement of goods and
commodities into channels of use through objective contractural commitments. It interrelates values or prices at the different centers of trade.
Secondarily, in these markets, risks may be shifted from those
who do not have the inclination, the capacity, or the resources
to carry them to those who specialize in risk assumption. Furthermore, the net result of this form of trade provides a continuity
of market opportunities that cannot be obtained in any other
way. Those who enter this market do so with a clear intention of
trading in rights and titles. Rarely do they ever intend to receive
the physical commodity as a result of their transactions with the
possible exception of those who engage in selective and anticipatory hedging. The traders of futures fully intend to make settlements by paying differences in cash rather than receiving deliveries of physical commodities. In the first place, a majority of
these traders have no means of utilizing the corporeal goods if
they were forced to receive them. And secondly, such physical
deliveries probably would not meet specific requirements if recipients were in the packing or processing business.
This writer believes that businessmen familiar with futures
contracts recognize that no one can be forced, in a squeeze, to
make physical deliveries of a commodity which the seller does
not possess or who finds it impossible to acquire. The courts of
1
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equity, where such cases are sometimes settled, have positively determined that the debtor may pay the difference in cash to the
creditor. 2
In pondering over this situation, I have concluded that in
reality we have two separate and independent market institutions.
Each is a separate and distinct entity. They are organized to perform a specialized function. In this milieu, because of scope of
operation, number of participants, volume of business, and its
faculty to project prices months in advance, the futures market
is invariably the dominant institution. Under the circumstances,
the futures markets and their corollary cash markets seek their
own price plane, b u t they unerringly approach the maturity date
of the futures contract in a horizontal parallax, though they
are influenced by similar forces within any given universe. T h e
chief motivating forces are the factors of demand and supply
which may vary slightly with reference to each series of rights
and titles. As a result, the two markets closely resemble one another in the values or prices they establish as they course through
time.
T o summarize the foregoing line of reasoning, if each market
is a separate and independent entity; if each is free to move pricewise in its own sphere; if remedies against breach of contract
are vested in separate courts; if each performs a series of specialized b u t somewhat dissimilar services; and physical delivery
is an imaginary illusion that need never be real; it is a vestigial
concept of an age-old custom that may be relegated to oblivion
whenever the enlightened enterpriser chooses to cast it into discard.
A limited inquiry directed to brokers, traders, and market
specialists was made concerning the differences and similarities
of the live beef futures contract compared with other futures
options. These interviewees were located in five major market
centers of the mid-west. Everyone questioned, with slight reservations, was of the opinion that fundamentally no differences are
apparent. A futures contract is a futures contract. T h e commodity traded in does not alter this fact.

"Board of Trade vs. Christie Grain and Stock Company 198, U.S. 236 (1905)
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No world-stirring decision could be derived from such a limited survey of opinions, but it was evident that the experienced
practioners interviewed recognize that in a futures contract one
actually acquires title to an equitable right in either an intangible
or incorporeal property rather than an absolute right in a corporeal good. This right is valuable because it provides contractors an opportunity to profit from the transaction, but conversely they must also assume the risks of losses from changes in
the market prices of such rights. These experienced traders realize that legally it is impossible to force delivery of a corporeal
good under such contracts if the other party to the agreement
chooses to settle the difference in cash.
Up to this juncture, hedging has not been alluded to as a possible factor in adapting the futures contract dealing in live cattle.
One could wish that more research data were available covering
the whole universe of futures trading so that the nature, cause,
and effect of this form of business could be analyzed with a greater
degree of accuracy. Until the necessary spade work is done in
digging up such factual data, we can only hypothesize on that
point.
It has been proven historically, I believe, that the practice of
hedging slowly develops after a futures contract becomes firmly
established as a dependable option. The statistic cited, excluding
Western cattle deliveries, indicates that only 13 contracts in every
10,000 transactions were terminated by the delivery of live cattle
in this first period of experience. One might conclude from
these figures, that some segments of the industry, or certain classes
of traders are cautiously withholding action until the live cattle
futures contract is rooted and reliable. Moreover, it is my
opinion that those who use the futures primarily as a hedge are
those who may, under certain conditions, permit contracts to
terminate in physical deliveries. If this line of reasoning is tenable, the commodity exchanges involved in introducing new contracts have much at stake. If successful in their ventures, they can
reasonably expect an increase in the volume of trade, and such
increase is desirable because it will broaden the market and tend
to further stabilize the contract.
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Whatever may be said about the merits of hedging as a service, its role in futures trading is of inestimable value primarily
as a means of risk transference, and secondarily, as an added
source of income to the commission brokers and the exchanges.
Holbrook Working has classified this phase of futures trading
into several categories and has attempted to prove conclusively
that a hedge is a technique that can be used to make a profit
between a purchase and a sale. My position is that of a skeptic.
It is my conviction that the hedger assumes a neutral position in
the price determining function because essentially no risks are
assumed that are not statistically counterbalanced over a period
of time by subsequent hedging transactions.
If futures contracts in live beef are expertly drafted, the
volume of business they will produce as hedging transactions
may supplement other forms of trading up to as much as 25%
of the total volume of futures transactions. With this statement
of adaptation, the affirmative rests his case for the critics to assail.
Paper presented
8, 1966.

at Live Cattle Futures
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