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PREFACE 

The purpose of a preface is usually two-fold: to pennit the 
author to acknowledge his indebtedness to others, and to allow 
him to venture an opinion regarding the place and use of his 
treatise. In both of these matters, the statements of authors are 
always greatly abridged and, partly because they are abridged 
and partly due to the inherent difficulties of the task, are usually 
defective. The present preface is not an exception in these re
gards. 

In the matter of indebtedness to others, I am sincerely grate
ful . to my colleagues in the University of Pennsylvania for 
counsel and assistance and particularly to Professors S. S. 
Huebner and H. J. Loman. I am, also, greatly indebted to my 
associates in the work of the Grain Futures Administration in 
the United States Department of Agriculture, particularly to 
Dr. J. W. T. Duvel. Chief of the Grain Futures Administration, 
Mr. J. M. Mehl, Assistant Chief, Mr. H. S. Irwin, Agricultural 
Economist, and Mr. E. M. Blaylock, Assistant Chief Account
ant. 

Beyond the limits of these two groups, I am indebted to a 
number of men actively engaged in the grain and cotton trade. 
These include Mr. W. G. Reed of Geo. H. McFadden and 
Brother, Mr. Lowell Hoit of Lowell Hoit and Company, Mr. 
A. R. Marsh of the New York Cotton Exchange, Mr. Louis 
Sayre of the Rosenbaum Grain Corporation, Mr. J. H. Frazier 
of the Commercial Exchange of Philadelphia, Mr. Karl H. 
Rdmberg and Mr. E. J. Dies both of the Chicago Board of 
Trade. Each of these men read portions of the manuscript and 
supplied valuable criticism which I am glad here to acknowl
edge. From Mr. Reed and Mr. Hoit especially, I have had most 
generous help. The secretaries of the various exchanges have 
kindly supplied me with needed reports and information. To 
these and many others whom I have called upon for infonna
tion or counsel my sincere thanks are due. 
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viii PREFACE 

Conce~ing the purpose of .this study, iny main object has 
been to describe accurately the nature of future trading. Accu
rate description in this field as in most others implies unfolding; 
apprehending and explaining cause and effect among many ap
parent interrelationships. Noone is aware more than I how im
. perfectly this has been done in the present study. All too often 
examples believed to be representative have been substituted 
for adequate sampling, and approximations rather than gener
alizations have followed. Beyond the limits of my main objec
tive, I have at appropriate points, suggested possible solutions 
to certain of the more important problems and matters of policy 
in this field, all of which are ventured with due regard to the 
difficulties involved. 

For those having no knowledge of future trading, the whole 
of Part I should be read before attempting Part II; for those 
having a general knowledge of the form of trading in futures, 
Chapters I and VI of Part I are suggested as a prerequisite to 

. a reading of Part II. Chapter summaries and a general sum
mary in Chapter XXII enumerate the principal points consid
ered. 

Philadelphia, 
October, 1931 

G. WRIGHT HOFFMAN 
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PART ONE 

ORGANIZATION AND OPERATION OF 
FUTURE MARKETS 



CHAPTER I 

ECONOMIC POSITION OF FUTURE TRADING 

There is perhaps no place in the world where speculation is 
carried on with such care-free abandon as in the United States. 
It sweeps iIong frorDone ohfectonnrereSflo another invad
ing, at various times and with varying degrees of intensity, 
every economic activity of this country. At one time, interest 
is centered upon the untold possibilities of agriculture; at an
other time, promising developments in the means of transporta
tion attract attention to be later replaced by assuring improve
ments in the field of public utilities. So, from farm land to 
suburban real estate. from iiUri'iilg to manufacturing processes. 
from the products of agriculture to the products of new and 
untried inventions, we freely risk our capital in the hope of un-
usual p-in. -

While its effect varies widely betw~en individuals, there can 
be little doubt that this speculative bent is, to socie1J: as a 
whol,~~_highILvablable_~~h1S is-particularly true-in -a
new and rapidly developing country. An industry once estab
lished can frequently continue to operate successfully for long 
periods of time with a fair assurance of success. But for all 
types of new enterprise, and for undertakings which are an in
novation to a going concern, and at all times for certain types 
of established business. unusual hazards must be assumed. In 
the absence of those willing to enter these fields, improvement 
and progress are certain to be retarded. 

The corporate 1!Lrm of ~gan~on has been of inestimable 
value in encouragingmdiviaiials to enter new or hazardous 
fields of enterprise. By incorporating and offering shares oJ 
small denominations, thousands who could not otherwise par
ticipate are able to share in the risk and possible gain of any 
undertaking. Students of economic history tell us that indus
trial progress in the past was retarded as much if not more by 

1 



2 FUTURE TRADING 

a lack of available capital than by any absence of known meth
ods or :t;tew improvements. Inventive genius had little to en
courage it as long as it was known in advance that adequate 
funds could not possibly be obtained to promote an improve
ment and this was not due so much to an absence of capital 
as to an inability to mobilize it. Through the medium of cor
porate shares, comparatively small amounts of capital can be 
drawn together from many sources to undertake and to per
petuate enterprises which must of necessity be large to be suc
cessful. 

Risk and lnsurance.-While it is true that the element of 
risk is present in every phase of economic activity and in this 
broad sense all must share in assuming it, it varies widely in 
amount and incidence between different groups. Thus in a 
simple business undertaking, labor and capital are brought to
gether by the enterpriser. From the income derived, payment 
is first made to the first two groups, the balance going to the 
enterpriser. The amount of the income to be received from the 
business each year is for this reason much more uncertain for 
the enterpriser than for the laborer or capitalist group. Be
tween the various types of enterprise there is also a wide varia
tion in the element of risk. The railroad industry for example 
involves much less uncertainty than the steel industry, the pro
duction of necessities involves less risk than the production of 
luxuries, and the manufacture of goods in general involves 
less uncertainty than their marketing and distribution. 

It is only in those phases of business where the elements 
of risk~E~-1C1:r.Ke that the role of risk-bearer assumes any prac
tical importance. It is here we find the speculator, the enter
priser, the underwriter,-theinsuier.- The- riSKS, whentraced to 
their source, assume a wide variety of forms. They may consist 
of natural hazards such as those of weather or plant and ani
mal disease.-They may pertain to human hazards resulting in 
sickness, accident, or death. They may include social hazards 
such as strikes, adverse legislation, or wars. Finally, and by £ar 
the most important in their effect, they may.lnvolve the hazards 
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causing unforeseen changes in market price.1 All of these risks 
represent, from an economic point of view, the possible loss 
of something of value. The hazards of weather affect the value 
of farm crops, of transportation and of innumerable minor 
interests. The human hazards remove or diminish the income 
and thus the economic value of the lives affected. The social 
hazards, at times, are equally severe, decreasing the value of 
life and property. And the wide range of unforeseen forces 
which adversely affect the prevailipg price of property repre
sents an ever-present and all inclusive source of loss in value. 

Some of these risks have been segregated and separately pro
vided for. In this form they are said to be insured. Willett 
defines insurance as "that social device for making accumula
tions to meet -Uricertai~ l~~;eso(~apJtatwhich .iscim.e.aout 
through the-transfer of the risks of many individuals to one 
person or lOa grOuP-ofr>ersons."1 InsurancethUsinvol-;~s the 
shifting of risk either to so~e special fund as in self insurance 
or mutual insurance or to some special interest or group defi
nitely created for that purpose. In either case it relies upon a 
superior knowledge of the hazards assumed, or an application 
of the law of large numbers or both to operate successfully; 
and it is of social value only if it results in a net saving in the 
long run to all of the interests affected. For a considerable list 
of risk$ such as those covered by life, fire, marine and casualty 
forms of insurance, a successful application of these principles 
has been attained. But in other fields, and notably in those in
volving unforeseen changes in price, insurance is afforded only 
to restricted groups and under very limited circumstances. 
Those risks which cannot be separately handled by transferring 
to an insurance carrier must be borne in conjunction with 
other business operations. As a rule they are carried as a part 
of the responsibility of the enterpriser though not infrequently 

'Cf. Hardy. C. 0 .• Risk and Risk Bearing, The University of Chicago 
Press. 1923. p. 2 if. 

·Willett, A. H., Economic Theory of Risk and Insurance, Columbia 
Univ. Press, 1901. p. 106. 



4 FUTURE TRADING 

the work and reward of laborers as well as capitalists depend 
chiefly upon the risks assumed. 

". The Nature of Future Trading.-The subject matter of fu-
ture trading constitutes a part of the broad field of risk and in
sur~e. The entire activity of future trading consists in either 
assuming risk as speculators or in shifting risk as hedgers. The 
hazard invo~s-the highiy--important one of unforeseen 
changes in ~~r:k~!.price. Speculators, in buying and selling-con
tracts for -the futur~very of commodities, freely assume 
this hazard with the hope of profitable gain. Hedgers, who are 
engaged in the business of merchandising comm6di"ti;s, buy and 
sell futures for the express purpose of transferring this hazard 
to the shoulders of others and principally to speculators willing 
to assume it. Hedgi~ is. therefore, a form of insurance in which 
a wide variety of IJlerchandising_andftl~r}{eJing interests com
pose the insured-;nd a mtl~h-wider-y.arietJ-_9Lsp~tdators con
stitute theinsUrer:-w-e-~ill find later that a major part of the 
entire 'bOOy--of future contracts currently carried forward 
arise out of hedging operations. In so far as this is true, the 
institution of future trading is a p!i<;:ej.Il~1!r~nc~_~g~ncy. 

Whatever its form or subject matter, speculation embodies 
the common characteristic of attemptin~cast or under
stand that which is not known. As a mental process, to speculate 
is to ponder or contemplate the various aspects or relations of a 
subject. In general business usage, the term is applied to the 
field of ventures the outcome of which is relatively uncertain 
and hence from which the profits or losses are likely to be farge. 
More specifically, and particularly as it is applied to the field 
of future trading, speculation is an attempt to_ profit from un
certain fluctuations in thepri~;~f -either wealth or rights to 
weafth:Those who speculate in futures risk their capital in an 
attempt to accurately foresee and profit from future changes 
in price. The field of future trading is thus a part of the broad 
field of risk, taking the form of speculation for those who as
sume the risk and the form of hedging or insurance for those 
who transfer the risk of uncertain price changes. 
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Future Trading a. Political Football.-Dealing as it does 
with the course of prices, future trading necessarily exerts a 
vital effect upon interests immediately concerned with the com
modities in which it is maintained. These commodities are 
principally in the field of agricultural products and for this 
reason the interests of the farmer, ilie slifpper and warehouse
man, the merchant, and in a broad way the entire body of con
sumers are involved. Of these groups, the farm~r has gener~lly 
opposed the practice of JU~l:lre.!Ea~g:..(particufariY·Tf prices 
are low or declining), the intermediate merchandising groups 
have usually favored the practice, an~onsumer has taken 
little acbvemtefe·st-excepHo·complain occasionally when paces 
are h!iho~-~livanCing rapidly. Here then -i~ -an-excelknt -field 
for con.troversy and one which political leaders have exploited 
to the fullest extent. The farmer has ~ot been in a p()sition to 
study closely the operations and effects of future trading. Ris 
vote is an important one in the agricultural states of the Central 
West. For these reasons politicians have usually aligned them
selves with the farmer and have freely fanned the flame of dis
cord. The result has been that trade interests in general and ex
changes in particular have had to assume the defense. In doing 
so they·have naturally been willing to advance only those argu
ments and aspects of the subject which appear favorable to the 
practice. 

Taylor states that in Illinois as early as 1874 "the Grange 
element of the state which was very strong and which had never 
been in sympathy with the Board of Trade or its methods, 
favored the passage of a law .de~laring_alL.transactions in 

. 'fut~s~_!9be gamRlitl.Koperations."8 Later in 1883 New York 
State made an investigation into the methods of trading being 
carried on -by the N ew York Produce Exchange:~ In this same 
year a similar investigation was .carried on by the State of 

"Taylor, C. H., History 0/ the Board of Trade of the City of Chicago, 
Vol. I. p. 501. 

• Special Senate Committee, Testimony and Reporl ... on the System 
of Making Corners and Dealing in Futures, Sen. Doc. No. 45, Albany, 
1883. 
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Illinois regarding the trading methods of the Chicago Board of 
Trades while Congress at the same time was considering a bill 
to prohibit the use of the mails for messages involved in the 
purthase and sale of futures.s The first clash of outstanding im
portance, however, did not occur until the early nineties when 
the Butterworth Bill and later the Hatch Bill were before Con
gress and at which time a prohibitive act barely failed of pas
sage. Since that time an almost continuous series of regulatory 
and prohibitive measures have been considered by Congress, 
no less than 164 having been introduced up to 19207 and with 
no apparent slackening in volume up to the present. 

A running fight of such length and intensity strongly sug
gests some merit in the contentions of both interests. But all 
too often the facts to be had have been either purposely avoided 
or obscured in a mass of irrelevant material. In the Congres
sional he~rings, for example, lengthy consideration is given 
from time to time to the proposition that the presenLpractice 
of h~dging could be effectively maintaineliwithout the-practice 
of short selling. Alid strangely enough the debate is sometimes 
settled inthe affirmative. Considerations of this sort strongly 
suggest that little can be accomplished in ironing out differ
ences of opini'on until a more thorough-going understanding is 
had of the fundamental nature of future trading. 

Approach.-It is proposed in this study to marshal the avail
able facts in the field of future trading for the purpose of better 
understanding its nature. To this end, we will need to know 
the essential features of the contract used as a medium for 
trading; we will need to know the process and technique of 
trading; we will need to know the effect of trading upon prices 

• Report of the Special House Committee to Investigate the Chicago 
Board of Trade, together with testimony taken before the Committee. 
Springfield, 1883. 

• H. R. 5007, 48th Cong., Ist Sess., (1883-84): "to prohibit mailing of 
letters and money orders relating to future contracts." 

• cr. Phillips, C. L, History of the Subject of Options and Futures in 
Congress as Reported in the Congressional Record (typewritten), U.S. 
Dept. of Agr., 1920. 
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and upon the various interests involved. Finally, we will need 
to know the principal functions or uses for which this type of 
transaction is regularly employed. 

An initial requisite to any scientific investigation is that it be 
approached with honesty and fairness. This involves something 
more than a mere willingness to consider any or all of the 
various aspects of a subject. It involves, also, a willingness to 
critically examine and, if need be, recast concepts already con
stituting an important part of one's beliefs upon a subject. Our 
opinions are strongly influenced by environment: our home life, 
our early economic status, our present business and social 
connections, all of which play an important part in influencing 
our thinking. It is impossible to free oneself entirely from the 
background of these experiences. But if an appraisal is made 
of them with an attempt to place one's point of view beyond 
their limits, a much larger measure of validity will be attained 
in considering any subject. 

It is especially desirable that our approach to the present 
study be from a detached or objective point of view. The sub
ject of future trading is a controversial (me. Some of the opin
ion growing out of it is based upon a detached and careful 
analysis of the various phases of the subject but most of it is 
not. All too often in the past the circumstance of training or 
occupation has served as a determining element in appraising 
the practice, and where this is the case some measure of bias 
or prejudice is certain to playa part. We need, therefore, in 
considering the various aspects of this subject, a point of view 
entirely beyond the limits of the groups immediately affected 
and to consider how this practice operates and how it affects 
these various groups. We can then bring together pertinent in
formation, marshal it according to its importance, analyze and 
interpret it, bringing to bear upon it as careful judgment as. 
possible. 

Limits of the Study.-The present study is limited to eco
nomic ph~~ of future trading. Principally because it can be 
used as a basis for gambE,ng, there are, however, in addition 
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certain ethical and social aspects to this subject. These will not 
be considered beyond an occasional reference necessary to an 
adequate understanding of some economic feature. By thus 
limiting the field, a larger measure of consideration can be 
given to the economic phases of the subject although it is clear 

} 
that in excluding the ethical-social problems the broadest pos
sible appraisal of future trading cannot be made. 

To know the nature of future trading in any thoroughgoing 
fashion requires something more than a general consideration 
of its operations and functions. At certain points it is essential 
to study closely the detailed methods employed in order to o~ 
tain an accurate estimate of what is accomplished. For this 
reason our analysis and illustrations will be taken from only 
two types of commodities: grain and cotton. In doing this, it 
will be possible to build up for these two commodities a back
ground of essential trade information which will greatly aid in 
analyzing particular phases of the subject. It is in these tw:o 
commodities, also, that the practice of trading in futures has 
been deVelOped t01lle most advanced stage and in which by far 
the major portlOn of the entire volume of futures is transacted. 
In selecting these commodities, emphasis is being. placed. and 
properly so, upon the leaders in the field. 

The Extent of Future Tl'ading.-In the United States, fu
ture trading had its origin just prior to the Civil War in grain 
and pork products. Cotton followed in the latter part of the 
sixties, coffee in 1882, cottonseed oil in 1904 and raw sugar in 
1914. Since the World War, a long list of products has been 
added including rubber, cocoa, eggs, butter, hides, silk, cotton
seed and cottonseed meal, mill feeds, tin and copper. Oassified 
by commodities, the list includes at the present time (1931) 
over twenty-five individual products; and the future markets 
for these commodities also number more than twenty-five. 
Their total volume of trading during the year 1929 amounted 
to approximately 42 billion dollars.8 

It is of interest to note in connection with the growth and 

• See Table 5 at the end of Chap. III, pp. 54-55. 
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present size of the trade in futures its comparative importance 
with organized markets in stocks. Stock and commodity mar
kets have similar structural equipment in exchanges, private 
wire and news facilities and brokerage offices; and through in
ter-broker membership connections, they appeal in large meas
ure to the same body of speculative trade. The market value of 
the trade in stocks upon the leading exchanges in 1929 ap
proximated 125 billion dollars, an "amount about three times 
the size of the trade in commodities. Future trading in com
modities thus represents an important fraction of the exchange 
trading in stocks though the latter has a much wider popular 
appeal. 

Of the various commodities and exchanges, those in grain 
and cotton are of outstanding importance. The trade in grain 
futures during 1929 constituted two-thirds of the total trade 
in all commodities, and together with cotton accounted for a 
total of over 92 per cent of the value of all future trading. Not 
only is the trading concentrated in these two commodities but 
it is also centered in large measure upon two exchanges,-the 
Chicago Board of Trade and the New York Cotton Ex~hange. 
Upon these two boards occurred three-fourths of the trading 
during 1929. These facts are summarized in Table 1. 

The data of Table 1 are to be considered only as broadly 
representative, since trading varies widely from year to year 
and in these variations some markets gain or lose in business 
relative to others. For many yeats, however, the trade in wheat, 
corn and cotton upon the Chicago Board of Trade, the New 
York Cotton Exchange and the New Orleans Cotton Exchange 
has held a commanding position in the future business of the 
United States; and for earlier years the proportions for these " 
three exchanges and commodities were, of course, larger than 
those shown for the year 1929. 

Competition vs. Cooperation.-In an effort to obtain timely 
insight into probable price changes, speculators and trade in
terests have built up an elaborate news gathering and_r!!porting 
system extending to important poi~ts t~~-;;ghout" the world. 
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A veritable, network of private wires brings to the exchange 
floor a reflection of this news. No less than 500 cities and 
towns in the United States located in 45 states have private 
wire connections with the Chicago Board of Trade; and to 
this count should be added a large number of points in Canada 
and abroad. Through the medium of these facilities, all varie
ties of price factors are focused at one central point, there to 

TABLE I.-ThE PRINCIPAL EXCHANGES AND COMMODITIES IN WHICH FUTURE 

TRADING Is MAINTAINED IN THE UNITED STATES JUDGED 

BY THE TOTAL VALUE OF TRADING IN THE YEAR 1929. 

Principal Exchanges Principal commodities 

Per cent of Per cent of 
Exchange otal trading Commodity otal trading 

Chicago Board of Trade 59.1 Wheat 55.S 
New York Cotton Exchange 18.3 Com 11.1 
New Orleans Cotton Exchange 7.2 Oats 1.1 
Minneapolis C. of Commerce 4.2 Rye 1.1 
Kansas City B. of Trade 3.0 Cotton 25.7 
N.Y. Coffee and Sugar Exch. 2.0 Sugar 1.4 
Other exchanges· 6.2 Other commodi-

ties 4.1 

Total 100.0 Total 100.0 

• No one exceeding 2 per cent. 

create through the. composite opinion of thousands of individ
uals a highty competitive market. 

One of -the. Primary ·~~S . of future trading is this market
making f~nctioJl.. N owhere ~r~ markets to be fomJ:d more 
keenly and at the same time openly competitive than those upon 
organiz~c!_ s~o~!c aQ(t <:C?JllII).o<l:i9' . .!.xchanges. -Tne-rules -and 
methods of trade are carefully drawn to afford equal oppor
tunity between buyer and seller; the trading contract is highly 
standardized to minimize uncertainty in the details of trade; 
easy access is had to the market itself and to all variety of 
govemm~~x:~rivate information making possible a free 
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and open ~~.opinion. Here if anywhere in our eco
nomic structure the law of one price still prevails. 

Markets of this type deserve close study in view of the 
present-day trend toward economic integration. Cooperative 
effort for thennmeoiiite orult1mate purpose of price.,.£.ontrol is 
very much the order of the day. It is found in varying measure 
in all phases of industrial activity necessitating year by year 
a gradually increasing measure of governmental regulation. 
The attitude of business leaders toward this movement is an 
interesting one. While anxious to merge with, buyout or other
wise dictate the operations of their chief rivals and thus to 
lessen the severity of competition, they are equally anxious to 
avoiatfle obvious consequence of such a policy viz., State and 
Federal regulation. 

To the extent that cooperative effort is effective in dictating 
the level and direction of prices, to that exteiiI1he1o.rc~ of 
competitIon is' weake~~d~rgaliized~dity markets must 
be free fij)mpnce-control if they are to be succesSful. It lStrue 
that a measure o{cooperatioIl-is·present and' desirable in the 
most highly competitive markets; and it is equally true that a 
meas~f competition is always presen! ~~~nK!l1~ . most 
closel~egulated inon()p~He~!rufth.iS measure of cooperation 
or of compeiitionsnould not be permitted to direct the course 
of prices if either plan of operation is to be effective. Competi
tion and cooperation constitute, in their 'principal features, al
ternative plans of procedure. 

It is not the intention of the author either to defend or deny 
the claim that competition as exemplified by organized ex
changes is best suited for agriculture. Rather, it is desired to 
emphasize the point that we cannot have an effective exchange 
system and a fully develop~d_~<!.<Jp~ra~~y~l.al!~UheJiame time. 
Numerous -examples··or exchange failures in the past bear out 
this point. Both systems have certain desirable and certain un:
desirable features. It is a question of choice between the two as 
a broad policy best suited for agriculture and the welfare of 
the country· as a.whole~ -In-vleW·biUie- -extensive agricultural 

"------ .. -- .. 
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cooperative undertakings of recent years, this question is of 
unusual timeliness. Organized exchange methods as well as 
organized cooperative plans are very much on trial. The ques
tion of whether they are to continue to effectively operate or 
are to give way to newer methods is one which should be de
cided with an adequate knowledge of how exchanges operate 
and what they accomplish. 



CHAPTER II 

EVOLUTION OF FUTURE TRADING: GRAIN 
AND PROVISIONS 

Trading in grain futures had its origin in the development 
of Jhe grain trade'or-the"Unite'CStates. While there-w~e 
ample-precedents to he fo"und in" th;E~glish trading methods 
in iron warrants and, in particular, in the highly developed 
]apa!1ese fUtu~e_~xch,¥lg~s_ ~ri."_silk and rice, these precedents 
were apparently unknown in thIs country or, if known, were 
not availed of. Instead, future trading developed with our com
merce in grain and since 1850 has formed an integral part of 
it. We need to review, therefore, the salient points in the growth 
of our grain trade to appraise properly the place of future trad
ing in it. 

1. DEVELOPMENT OF THE AMERICAN GRAIN TRADE 

The westward expansion of the United States during the 
19th century is a familiar story. In this, agriculture naturally 
played the dominant role. In the census of 1840, the states of 
Pennsylvania, New York and Ohio led in the production of 
wheat while Tennessee, Kentucky and Virginia were the lead
ers in com production. But by 1860,the center of production 
for wheat had moved westward to Illinois, Indiana and Wis
consin, while Illinois, Ohio and Missouri led in com production. 
Later in the century Iowa joined Illinois as an outstanding 
leader in com, while the North Central states of Minnesota and 
the Dakotas together with Kansas and Nebraska drew the cen
ter of wheat production to its present location. 

Westwarcl Development.-It is difficult to say at what point" 
this westward expansion reached its height or to select c:xact 
dates of significant development. The characteristic of import
ance was the growth or change taking place. In the first quarter 
of the 19th century, our grain trade was largely a local affair; 

13 
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by the thir.d quarter it had become distinctly international in 
character. In this transition, markets and means of transporta
tion were pf primary importance. 

The Mississippi River and its tributaries were early availed 
of as a means of transportation and with the development of 
the steamboat they were for a time of great importance. Bogart 
states that the number of steamboats on the western rivers in
creased from 14 in 1815 to 450 in 1842. The commerce on the 
Mississippi and Ohio made St. Louis, New Orleans and Cin
cinnati prominent trading centers during this period, their im
portance being aided somewhat by the rapid development of 
cotton culture in the lower Mississippi area which supplied a 
partial market for the agricultural products of the North. 

But despite the flourishing character of this river commerce, 
it was destined to be inadequate. It was slow and dangerous. 
Accidents due to uncertain and treacherous currents made it 
costly. The completion of the Erie Canal in 1825 together with 
a system of canals a few years later .in Pennsylvania, New 
York, and other eastern states supplied, in conjunction with 
the Great Lakes, an additional outlet for some of the products 
of the Central West as well as diverted some of the traffic 
from the Mississippi. 

But it remained for the railroad to solve the problem of 
transportation for this region and to bring to its door the in
dustrial markets of the East and Europe. Actual construction 
was. accomplished largely between the years 1845 and 1860, and 
as a result, where in 1840 our grain trade was a local affair, by 
1860 it was international in scope. The following table taken 
from the Eighth Census of the United States, 1860, giving the 
value of grain exports by ten-year periods, illustrates well this 
change. 

The railroads linked the Middle Atlantic and New England 
states to the Central West. The grain trade turned from the 
North Central states Eastward instead of Southward and as a 
result Chicago and Buffalo and Eastern points of reshipment 
developed and Southern points relatively declined. 
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Chicago's Early Leadership as a Grain Center.-In this de
velopment, Chicago, at the outset, took the leading role. From 
a fortress and trading post of 350 in 1833 it had grown to a 
town of 7,500 by 1843. By 1853 it was a city of more than 
60,000 inhabitants. During these formative years, events of 
far-reaching importance to the commercial life of Chicago 
were happening in rapid succession. Some of these events were 
a product of the initiative of the city's pioneers, but most of 
them and certainly those of permanent importance were the 
result of the city's location. 

Chicago became a large city because of its location: firstly, 
in the heart of a vast and rich agricultural region, and secondly, 

TABLB 2.-EAlILY GIIOWTH IN THE GlIAIN EXPORTS OF THE UNITED STATES 

Period 

From 1823 to 1833 
From 1833 to 1843 
From 1843 to 1853 
From 1853 to 1863 

Aggregate value of Per cent of increase 
grain each year. each ten years. 

$ 67,843,211 
73,303,440 

198,594,871 
512,380,514 

8.0 
170.9 
158.0 

on Lake Michigan where, in conjunction with the railroad, low 
freight costs to the East were possible. The initial impetus to 
Chicago's growth was the building of the Illinois and Michigan 
Canal by the State. It was opened in the spring of 1848. Prior 
to this, receipts of farm produce into the city were either by 
wagon or, in the case of livestock, driven in. The completion of 
the canal, which connected the Illinois River with Lake Michi
gan at Chicago, was for a half dozen years an important factor 
in Chicago's commerce. 

Problems of Transportation.-It is hard now to visualize 
the difficulties of transportation in this country before the time 
of the railroad. For Chicago, the problem was especially acute 
for much of the territory surrounding the town was marshy 
and at times the roads, due to the great volume of traffic, be
came congested and almost impassable. Writing on April 10, 
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1849, a local newspaper facetiously describes Chicago's main 
thorough-fare thus: "Lake and Randolph [streets] are staked 
out with guide boards and finger posts so that there is no 
danger of <disappearing without full warning beforehand. . .. 
A post set on its edge has a placard upon it with the informa
tion, 'No drugstore below this.' Another post is surrounded 
with several hats, a pair of boots, feet uppermost, an umbrella 
and other articles appertaining to this life, with the inscription: 

'As I am, you may be, 
Taking this road you'll follow me, etc." 

The handicap of poor transportation was removed with the 
coming of the "iron horse." The first ten miles of railroad lead
ing into Chicago were built in 1848. By 1855, a network of 
lines had been completed, no less than six systems running 
West to the Mississippi with other important extensions to the 
North and South and Eastward. These served as feeders to 
Chicago and made it at this early date the. leading primary 
grain market of the world. During the year 1855, receipts of 
grain amounted to over 19 million bushels of which 66 per 
cent was shipped in by rail, 29 per cent by canal and less than 
5 per cent by wagon. The shipments of grain from the city 
were handled almost entirely by lake to an eastern point of re
shipment and thence by rail or canal. According to Taylor, 
during this year "the number of vessels arriving by lake and 
reporting at the customs house was 5410."2 To use a modern 
expression, Chicago, by the year 1855, had "arrived" as a com
mercial city. 

Widespread Specu1ation.-The practice of trading in grain 
futures developed at Chicago, gradually and naturally, from 
early methods of trade in the physical product itself. To under
stand how and why this came about, .it is especially essential 
to visualize the commercial and financial spirit of the time. 
Picture a city which suddenly finds its importing radius ex-

• Cited in Taylor, C. H., op. tit., Vol. I, p. 153. 
S Ibid., p. 216. 
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tended from a few miles by wagon haul to a hundred miles and 
more by rail; whose grain receipts, accordingly, mount by mil
lions; whose markets have expanded from the meeting of 
purely local requirements. to the meeting of demand abroad; 
and whose merchants eagerly await the daily despatches giving 
news of Europe's needs from the latest vessels arriving at New 
York. The rapid sky-rocketings of price or drastic breaks in 
price were the rule rather than the exception, and speculation, 
accordingly, became very much the order of the day. This was 
particularly true after 1854 when the Crimean War stimulated 
prices through 1855, followed by the depressing effect of the 
panic of 1857, later by the influence of the Franco-Italian war 
against Austria in 1859 to be followed by the unparalleled 
effect of our Ovil War. 

Speculation assumed ~ __ Y3;!-i~tr..Qf form~A!l.rLn~1h~il~_~ar1y 
years. The monetary system was especially ~or all through 
this period and manyvarieties of paper currency were in use 
each having its own measure of value relative to gold. 8 This 
one factor was a sour<:e directly of a large volume of specula
tion and, indirectly, it added greatly to the possibility ,of un
usual gain or loss in all forms of wealth. City real estate offered 
untold possibilities for profit and supplied an active' field for 
those inclined to speculate. Farm land offered another oppor
tunity especially if. currency depreciation could be maintained 
or increased. Finally, farm produce, being the mainstay of com
merce for the Central West and being influenced in price by so 
many uncertain factors, supplied an excellent medium. 

2. TYPES OF GRAIN TRADING 

Of the various kinds of farm produce, grain became the 
leader as a speculative medium. Prior to 1848, it was brought 
into the city by wagon and sold on arrival to dealers. With the. 
coming of the railroad and the development of lake traffic, the 

• See Wentworth, J., Early Chicago, (lecture given May 7, 1876) for a 
very interesting description of the varieties and uncertainties of money 
during this period. 
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receipts and shipments grew rapidly and hy 1855 Chicago's 
grain trade had assumed the size and certainly the complexity 
of a modem market. 

Curb Trading.-Concerning the busy life of the traders, 
Taylor gives the following vivid description, quoting in part 
from the Press and Tribune, a daily newspaper of the time. 
They are "the hardest worked race of beings on the face of the 
earth. They get up at sunrise, bolt their steak and rolls, and rush 
down to the 'first board,' which meets at a well known comer 
between 8 and 11 o'clock. At 11 the 'second board' m!,!t at the 
Board of Trade rooms, but buyers and sellers waited for the 
New York dispatches, which were due about noon. Early in 
the afternoon the 'third board' congregated on the comer be
fore mentioned (called Gamblers' comer by some unregenerate 
rascal), where nothing was heard but 'No.1 red,' 'Standard,' 
'my option all next week,' 'your option next ten days,' etc., 
until the court house bell striking 6 o'clock cleared the sidewalk 
and allowed pedestrians to pass unmolested. The 'fourth board' 
met on the sidewalk opposite the Tremont House an hour later, 
and trading continued until 9 o'clock, when the overworked 
grain traders went home for a few hours' sleep." 

B. P. Hutchinson.-It was amid a scene of this sort that 
B. P. Hutchinson, perhaps the most cunning of all grain 
speculators, made his debut. He had been a shoe manufacturer 
in Lynn, Massachusetts, but had failed in the crisis of 1857. He 
went West and in 1859 bought a membership on the Chicago 
Board of Trade for $5 and began trading. We are indebted to 
Andreas for the following picture of his early operations which 
gives, also, a glimpse of the trading methods of this period. 

"He had the genius of a careful speculator, but was not a 
daring one. He understood fully, and acted upon, the first half 
of Ricardo's great maxim, 'cut short your losses.' He had no 
pride of opinion, but could change with the varying tide of the 
market. He was at one time a bull, and at another time a bear, 
and often both by turns, within the compass of an hour. No 
man ever had a keener perception of what the crowd was do-
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ing, as well as what particular operators were doing. No man 
on 'Change, who dealt largely, could long hide his schemes 
from 'Old Hutch: as the boys soon began to familiarly call 
him. Many a time he has escaped but narrowly being a victim 
to the great operators, but he has always escaped. Whenever 
he scented danger he ran. 

"In the early days he would run small 'comers' himself, 
but they were little affairs, for options, at the longest, run 
scarcely longer than a· week, and the main business was done 
in cash grain. But 'comers' were not to his taste, his great 
principle of speculation being to get in and out of the market 
quietly, and before the 'tailers' could perceive what he had been 
doing. He may be called, without exaggeration, the Prince of 
Scalpers. Between 1859 and 1863, he had amassed money 
enough to pay all his Lynn debts, and to have a fortune esti
mated at $150,000." 

Arrivals, actual and prospective, of vessels of all sizes and 
description, steamers, propellers, sailing vessels, made up al
most the whole of the demand for grain during this period. 
Cargoes were needed "at once," "within three days," "by May 
1," or perhaps "upon the opening of navigation." These were 
for various quantities and various grades. 

In some cases the buyer might also want the privilege of 
saying what day during the month he would take the grain, 
in which case the contract ~f~~I~_~~~~l1o.YVl1 as a buye!~~.op
ti~.:_Jhis was especially-useful when buying in ilavance of the 
arrival of a vessel or before available ship space had been ob
tained. In other instances seller's option asJ.QJi~e of delivery 
was allowed, this being especiallytlseful to a dealer who 
planned to obtain the supply to fulfill his contract from country 
arrivals but not being certain just what day he could deliver. 

Exporters bought their supplies from grain dealers or mer
chants who in tum bought from the country .. But the grain 
merchants' business was not simply a hand-to-mouth affair. 
While only a few of the larger merchants owned elevator space, 
there was ample public storage to be rented and, if resources 
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permitted, the dealer could hold his purchases in store for 
higher prices. This was frequently done where future pros
pects indicated a better price. Chicago had, according to And
reas, ~ twelve elevators by 1857 with an aggregate capacity of 
4,095,000 bushels. 

ttTo Arrive" Contracts.-Frarn the preceding section, it 
can be seen that buying and selling grain by contract calling 
for delivery some time in the future was a natural development 
to meet the needs of the .trade at the time. With receipts from 
country points doubtful, with shipping arrivals and departures 
uncertain, and, especially, with orders from the East and Eu
rope varying widely with corresponding variations in price, 
both buyers and sellers frequently sought to provide for their 
needs by contracting forward for specific quantities and grades 
of grain. These time contracts were usually referred to as "to 
arrive" and were quite-cOnlIn()n through~l!tJh~fiftks. They 
were the fore-runner ofthe}u.t~re c~n:tract proper and for 
that reason deserve more than passing reference. 

From the Democratic Press, a prominent daily newspaper 
of Chicago at the time, the following review of the Chicago 
market is quoted in part. The selection illustrates the wide 
variety of contracts in use as well as the common use of for':' 
ward orders. 

Oct. 25, 1854.-"Corn.~Transactions during the week 
were as follows;-On the 18th, sales 5,000 bu. at 55¢ afloat 
-4,000 bu. in lots at· 55¢ on board and 4,000 bu. afloat 
at 54;-3,000 bu. in lots from depot at 58; on the track and 
·2,000 bu. delivered to warehouse .... On the 21st, sales 12,000 
to 15,000 bu. deliverable within 10 days, and 15,000 bu. deliv
erable within 15 days, at seller's option upon 3 days' notice at 
54¢ on board (the latter quantity to·be called for under 8 days) 
-26,000 bu. immediate delivery at same figure.-On the 23rd, 
-On Saturday a sale of 15,000 bu. deliverable on board from 
1st to 20th of Nov. on 3 days' notice at 54~f .... " Quotations 

• Andreas, A. T., History of Chicago, Vo1. I, p. 581. 
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similar to these were also given for wheat and oats and other 
grains though they were less frequent than those for com. 

In the issue of January 30, 1855, during the period of the 
year when lake traffic was closed, we read: "In wqeat there 
is nothing doing; ... in- corn, .there is something doing for 
Spring delivery; a sale made today of 10,000 bu. is reported 
at SOl afloat, cash in hand, deliverable in April on 3 days' no
tice." A few days later, February 7, 1855 the market reviewer 
observes: "Oosing contracts for Spring delivery- of com and 
oats has served to lend something of animation to the grain 
market but even in this department of business, so little has 
been done in comparison with previous years at this part of 
the season that we are comJ?elled to call it very dull." 

The quotations just given illustrate the practice of buying 
and seIling grain "to arrive," a type of trading well established 
in the early fifties. Furthermore ".to arrive" contracts were 
used' not only at Chicago but also to a limited extent at other 
markets and notably those of Milwaukee, New York and St. 
Louis. But it is on the Chicago market that this form of con
tract first developed into the highly standardized future con
tract and it is for this reason that this market merits special 
consideration.1i 

Speculation in "To Arrive" Contracts.-The "to arrive" 
contract permitted of ~~ider and freer type of specula
tion than dealing in the spot product an4thisfactw~sappar
enily·r~c~g~d_~y !rad~rs on _ tfi~ Chicago .DLark.et..at an early 
date. We find frequent references to speculators and "opera
tors" and usually they were buyers or sellers of some form 
of contract permitting postponed fulfillment. 

There were two underlying reasons for this preference. First, 
the use of time contrac~~!!Ditte~ a t!a,de.!:.jo ope~.te_p1:"l:)fit
ably for a fall in priCe as.we)) as a ris~This was accomplished 
by· selling short a contract calling for delivery say .three weeks· 
hence. If, in the interim between the date of contracting and 

• See Second A"nual Statement, Milwaukee Chamber of Commerce, p. 
13. Also, especially.\Taylor, Op. Cit., pp. 206-207. 
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the day when the supply of grain was actually acquired, the 
price declined, the short-seller would profit by that amount. In 
contrast, trades requiring the immediate delivery of grain of
fered no opportunity to sell short. A speculator could buy grain 
and hold for higher prices if the outlook appeared good; but 
if he were "bearish" regarding the future, he could dispose of 
his holdings to prevent loss but beyond that he was unable to 
profitably act on his opinion. 

It should be stated, in passing, that, for a time, short sell
ing was also accomplished by borrowing warehouse receipts 
for delivery on spot contracts, later returning to the lender 
another receipt of the same grade which called for the same 
amount of grain. By this means, the borrower of the receipt 
realized a profit or sustained a loss amounting to the difference 
between the price at the time of borrowing and at the time of 

. acquiring another receipt to be returned to the lender. This 
is the method of selling short in general use on American stock 
exchanges. 

But it did not meet with favor in grain trading, for as early 
as 1859 the Directors of the Chicago Board of Trade, accord
ing .to Taylor, resolved "that the custom which prevails among 
certain warehousemen of lending grain which has been stored 
with them by other parties, or in speculating in the same them
selves, is prejudicial to the interests of the members of the as
sociation, and exercises a false influence on the market, and 
ought to be discountenanced by the Board." Three years later 
there appears in the Fifth Annual Statement of the Board as 
a part of the general regulations governing the grading of 
grain, a provision condemning the practice; this was appar
ently sufficient to discourage its use altogether. It remained 
for short selling to be accomplished by the only other method 
possible; that of trading in time contracts or those calling for 
delivery at a date subsequent to the contract of sale. 

"To arrive" contracts were preferred to spot contracts as a 
speculative m'e(fi~m',secondly,because 'Of theirconvenience. To 
buyacargooi'grain to hold for higher prices i~lved the 
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trouble of weighing, inspecting, storing and insuring, together 
with the risk entailed in any changes in the condition of the 
grain during the period held. It is true these items were, in the 
long run, covered in the sales price but they involved a measure 
of trouble that many preferred to avoid even though a some
what smaller profit was obtained. 

Trading in "to arrive" contracts, in contrast, involved much 
less trouble and offered many possibilities. If ,the speculator /") , 
were "bullish" regarding the immediate outlook, he could buy 
to arrive say in ten days. If two days later prices had declined 
and the trader's view had changed, he could limit his loss by 
selling his "to arrive" contract. And so this contract might be 
passed about until it lodged in the hands of one who needed 
the grain. Likewise, on the short side of the market, he could 
sell a "to arrive" contract in .the particular grain in which he 
expected lower prices and later, if he did not wish to make de
livery, pass the contract" on, realizing- 3.D.):]oss or ~in in!Q!yed. 

In the illustrations just given, it is implied that the trader 
had a complete and continuous market on which he could bar
gain for and liquidate any kind of contract he desired. Such 
was hardly the case during the fifties. There was a very active 
market at Chicago and at other grain centers, particularly dur
ing the years 1854, 1855, 1856 and 1859; but all kinds of con
tracts were dealt in, involving a variety of periods of delivery, 
a variety of quantities and a variety of grades; this lack of 
standardization frequently made it necessary for the trader to 
mix the function of merchandiser with that of speculator. The 
points of importance are that "to arrive" contracts offered the '- -_.-.-------"-._--.-- "--'"- , 

possibility of selling short, as well as Duying; ,that, compared to 
cash contracts,'theywere-mucnffior~, ~Qnyenien1.as a specula
tive device; and, finally, that due to the wide prevalence of 
specurati~n, the tendency throughout this formative period was 
to make an increasing u~e of time contracts rather than spot' 
contracts. It remained for tliis'trading fobe mObilized through 
theme of a highly standardized contract before future trad
ing could become a general practice. 
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3. STAI:TDARDIZATION OF THE "To ARRIVE" CONTRACT 

The future contract i~~prnrnon use today is a highly stand
ardized agreement-:-The size of the coriiractls-a-ul'iit of '5,000 
busheiS~each b~shel weighing a prescribed number of pounds; 
the quality of grain called for must be one of the established 
grades; the period of time during which delivery can be made 
is one month; the seller has the option of choosing the exact 
day of delivery and .the exact grade· to be delivered, and each 
contract is made in accordance with a carefully drawn body of 
rules and by-laws. It will be necessary for us to trace briefly 
how each of these elements became incorporated in the "to ar
rive" contract to ultimately develop from it the highly special
ized future contract. 

Bulk Handling.-It was apparently the practice to handle 
grain in bulk in the Chicago area and eastward at a very early 
date. The first warehouse of importance was built in 1848 and 
Taylor mentions that prior to that date "grain arriving in Chi
cago had been stored either in ordinary warehouses in bags, or 
in bulk. ''0 Certainly within the next few years following 1848 
it became .the general custom to handle grain only in bulk, a 
practice in contrast to that in vogue in St. Louis, Chicago's 
leading rival at that time, where handling by sacks was con
tinued.' 

The handling of grain in bulk undoubtedly had a bearing 
on the practice of buying and selling grain by a weighed bushel 
rather than a measured one. Here again the lake ports of Mil
waukee, Chicago and Buffalo took the lead and we find that by 
1854 it was the general rule to buy and sell at these points us
ing a bushel of standard weight. New York, and possibly other 
Atlantic coast points, however, continued to buy and sell by 
measure and it was not for several years that they discontinued 
the practice. 

• Taylor, C. H., Op. Cit., p. 144. 
~In the 1857 Annual Review of thit Trade and Comme1'ce of Chicago, 

published by the Democratic Press, a Chicago newspaper of that date, 
there is an interesting description (p. 8) of the methods eIIlployed in the 
handling of grain at Chicago and at St. Louis at that time. 
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Even Lots.-By 1854, also, a measure of standardization 
had been effected in trading in grain in even lots of 1,000 
bushels and 5,000 bushels or in multiples of these units. The 
practice first came into common use about 1850 in the pur
chase of boat loads of grain (usually corn and very frequently 
5,000 bushels) brought in on the Illinois and Michigan Canal, 
and in sales to make up lake cargoes, being used in both spot 
and "to an:ive" transactions. Being of convenient size, this 
trading in even lots continued to be used as future trading de
veloped. 

Grading.-Of the various factors contributing to the stand
ardization of grain t;rading, the grading of grain was by far the 
most important. With a dependable, uniform system of grades, 
warehouse receipts could be issued which were general rather 
than specific in character, i.e., the warehouseman agreed to de
liver, upon presentation of the receipt, the amount and quality 
(grade) of the particular grain called for by the receipt rather 
than a specific, ear-marked lot. This aided in ,the bulk handling 
of grain and greatly reduced the cost ~f storing grain due to 
the elimination of most of the separate binning. In particular, 
it greatly broadened the market in time contracts of all kinds 
since both buyers and sellers could contract ahead with reason
able assurance of being able to fulfill. their agreement. 

The Chicago Board of Trade recognized the importance of 
grading at its very first meeting in April, 1848, when inspec
tors of fish, provisions and flour were appointed.s No action 
was taken with reference to grain, however, until 1856. Andreas 
states that in this year the first steps were taken "for defining and 
regulating the standard and grades of whea.t. The standards 
established were to be designated as 'white wheat' (winter), 
'red wheat' (winter), and 'spring wheat.'''9 

This classification was largely experimental and in 1858 the 
"new system of wheat inspection" was adopted by the Board.· . 
It provided for the centralization of inspection under a Chief 

• Andreas, A. T., op. cit., VoL I, p. S82. 
• lbitl., Vol. I, p. 585. 
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Inspector, with grades of "club," liN o. 1," "No.2" and "re
jected" for each class of wheat. Provision was also made for 
the grading of corn, oats, rye, and barley under a three-fold 
classification: "No.1," "No.2," and "Rejected." Later in the 
year, minimum test weight per measured bushel was added as 
a grading factor. 

The following table has been prepared from data given in 
the First Annual Report of the Chicago Board of Trade. 

TABLE 3.-INSPECTIONSOF GRAIN INTO CHICAGO ELEVATORS, 

JUNE 15-DECEMBER 31, 1858. 

(In thousands of bushels, i.e., 000 omitted.) 

GRADE 
GRAIN Total 

Club No.1 No.2 Rejected 

WHEAT: Spring 2 189 2,120 648 2,959 
White winter 112 112 
Red winter 634 360 59 1,053 

Corn 1,148 801 551 2,500 
Oats 404 13 116 533 
Rye 17 7 1 25 
Barley 21 69 14 104 

TOTAL 2 2,525 3,370 1,389 7,286 

While incomplete in that only a part of the receipts for the 
period were inspected, the table illustrates the completeness 
of this initial classification into grades; it also shows the early 
commercial importance at Chicago of wheat and corn and for 
the former, in particular, the dominance of Spring wheat. 

Because of the importance of Spring wheat, and particularly 
No. 2 Spring, it became the basic grade for wheat future con
tracts, and continued to be so used until well into the eighties 
when, in order to lessen the likelihood of corners, the contract 
was broadened to include several grades. Thus the classifying 
of grain enabled speculators to trade in time contracts on the 
basis of grade alone. By selecting a grade in which a con-
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siderable volume of actual grain was avail;:tble at any time, 
they could freely contract ahead, either purchases or sales, with 
assurance that if need be they could meet their obligations. 

Optional Period of a Month.-We have already mentioned 
the fact that throughout the fifties speculation was carried on 
in all kinds of contracts, both spot and "to arrive," calling for 
various qualities of grain with various periods of time in
volved. With the establishment of carefully defined grades and 
weights, trading began to centralize into fewer varieties of 
contracts. More and more, also, speculation centered in time 
contracts permitting delivery during a period of one month. 
While it is impossible to say just at what point speculators 
adopted the month as the optional period of delivery, the prac
tice was well established by 186410 and during the ne:x;t four 
years it became the regular practice. 

During these early years, and in fact up to 1880, it was the 
general practice to trade in futures maturing not more than 
two or three months in advance. Thus during the month of 
January, in addition to contracts maturing during that month, 
trading would also be mail1tained in February futures and 
March futures; and during .the month of February, the current 
month together with March and April would be traded in. 
Thus every month in the year was actively traded in though 
not many months in advance. Gradually, however, certain of 
the months, and notably May, July, September and December, 
were singled out as trading favorites. Gradually, also, it be
came the practice to trade in each of these futures many months 
in advance. 

'" Although speculative trading was carried on in large volume during. 
the Civil War, the trade papers of the time did not apparently consider it 
worth while to regularly r!!port quotations of the various types of trades. 
Occasionally, however, quotations for future delivery were given. Thus 
Wells' Commercial Express, a daily trade sheet of the time, quotes wheat 
for May 6, 1864: "For future delivery 5,000 bu. No.2 Spring, seller's option 
all the month at $1.20; 5,000 bu. do. on same condition at $1.18." And for 
com on May 16, 1864: "3,000 bu. No.1 new sold $1.060 buyer's option all 
the month." See also Mar. 3, 4, 5, 7, 8, 9, 11, 1864. However, quotations 
were not given every day and only for wheat and com. 
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Trading..4Uutures-iH'reqtW1tly refern:d..1o.....a~Qptiollj:rad
ing. The name is derived from the fact that, with respect to the 

:;.---: 

time of deliyery, either the buyer or ,the seller has the right to 
choo.setI1eexact day during the~delivery month when the con
tract will be fulfilled. I.t is the practice today to give this privi
lege to the seller including also the right to choose the grade 
o'f grain (within certain limits) to be delivered. But in the 
early trading in both "to arrive" contracts and futures, it was 
customary to trade in both buyer's and seller's options. This 
was the practice apparently until well into the seventies when 
seller's options became the rule.11 

4. FUTURE TRADING 

We have outlined in the preceding section step-by-step the 
way in which the "to arrive" contract was gradually standard
ized. Yet i,t should be observed that no one of these develop
ments ,,-,a~£.u_lJl,o~ly_d~vised...ro promote speculation., In~te~d, 
each was planned to meet an urgent need in the actual handling 
of grain. But each added improvement increased the facilities 
for pure speculation and, in ke~ping with the tenor of the times, 
these facilities were quickly availed of. 

Historians frequently follow the practice of attaching sig
nificance to particular dates. This is doubtless valid for politi
cal history but for economic history it is quite often misleading. 
Particularly is this true where an attempt is being made to 
describe a change in some economic practice. The development 
of future trading in grain is a case in point. 1J!.ere is no par
ti9!lar date from...wbiC.4_()~~.£an say this practice began()r had 
i~ origin Instead.it..simply,ev..()]Y~4()ut oI,the trading-customs 
of the time. ' 
-We kno:; that during the fifties it was th~ practic~t9buy 

and sellgrain)n Chicago()na "to arrive" as well as a cash 
basis. We kno~th~t the "to 'arrive" contract, involving a 

0"". 

U The Chicago Board of Trade first recorded future prices in its 
Twentieth Annuai Report for the year 1877 at which time prices for 
~eller's option were quoted. 
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period of time before fulfillment is neeessary, was found to be 
an excellent medium for speculation and that by 1859 it had 
come to be widely used for that purpose, while continuing to 
be used, also, for the purchase and sale of actual grain. And 
we know, finally, through the standardization of the "to ar
rive" contract, a process -eX-Fending -from -18S{}ihiougli the fol
lowing two decades, that the future contract emerg~ringing 
with it the highly ~.<Jbg~ed, conti~ m~rket so characteris-
tic <lfpre~ent~~~iirading.· . - --

The Adoption. of Rules.-Speculation in time contracts be
came so large during the Civil War that the Chicago Board 
of Trade was forced to set up a body of rules regulating the 
trading. These rules were adopted on October 13, 1865. They 
outlined the rights of parties on time contracts for both buy
er's and seller's options, set forth the requirements for margins, 
and the procedure and rights of parties in the event of failure 
to deliver or receive on contracts.12 

The adoption of these rules constituted a formal recognition 
of future trading by the Chicago Board of Trade. While 
trading in a semi-developed form had been maintained for a 
decade or more prior to this, and for a perfected form addi
tional minor changes were still to be made, nevertheless, this 
recognition by the Board marked a mile-stone in the develop
ment of future trading. Henceforth it was to be accounted 
for in the councils of the exchange. 

Early Opposition.-This recognition was not given without 
protest by the more conservative element. The Chicago Board 
ot Trade was established in 1848 as a general mart for all 
kinds of commodities and during its early years it served as 
such being a trading center for grain, beef and pork packing, 
lumber, seeds, salt, hides, high wines, alcohol, fish, coal, wood, 
lead, wool, stone, brick and various kinds of produce. But 
gradually speculative trading gained the upper hand and the 
trade in many of the staples declined relatively. So pronounced 
had this change become toward the close of the Civil War that 

so Eighth Annual Report of the Chicago Board of Trade, 1865. 
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the Secretary of the Board felt it necessary to call it to the at
tention ~f the Board in preparing his Annual Report. He 
writes, "it is true that speculation has been too much the order 
of the day, and buyers and sellers of 'long,' 'short: and 'spot: 
have passed through all the gradations of fortune from the 
lower to the higher ground, and in many instances have re
turned to the starting point, if not to a step lower, but it is to 
be hoped that with the return of peace this fever of speculation 
will abate and tl'ade will be conducted on a more thoroughly 
legitimate basis."13 

But instead speculation remained and flourished. While the 
buying and selling oI'acTUaT-grain continu~d-~s' an important 
part of the work of the Board, the trade in future contracts 
grew in relative importance. Commission houses came to find 
in it their chief source of income; grain merchandisers learned 
to use ,this new device as a means of price insurance; while its 
reputation as a medium of convenient speculation spread far 
and wide. 

Rapid Growth in Trading.-It is only within recent years 
that an accurate record of the volume of trading on the Chi
cago Board of Trade has been kept. But an estimate made by 
the Federal Trade Commission14 and derived from the business 
handled by the Clearing House of the Board, indicates that, 
by 1885, the volume of trading was as large and perhaps some
what larger than it is today. What the volume was during the 
sixties and seventies can only be guessed, .though it was un
doubtedly large. Bearing on this point is the fact that the an
nual reports of the Board give .its membership as 535 in 1860 
and 1,462 in 1865. By the latter year it had grown in member
ship to practically its present size. 

Pr.ovisions.-Mention should be made at this point of the 
development of future trading in provisions or pork products: 
lard, ribs, mess pork. From the very beginning of the Chicago 

,. Seventh Annual Report of the Chicago Board of Trade, 1864, p. i . 
.. Report of the Federal Trade Commission on the Grain Trade, Vol. V, 

p.36. 
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market the trade in hogs and pork products was large. In the 
development of future trading, the steps involved and the 
methods employed in grain trading were applied in a similar 
fashion to the dealings in pork products with the result that 
both developed futures markets very much alike and at the 
same period of time. The volume of grain trading being much 
larger, however, it is likely that its features were currently 
adapted to the trade in pork products though this may not have 
been the case. 

Considerable light is thrown upon the development of pro
vision futures in the following quotation from the First An
nual Report of the Chicago Board of Trade (p. 29) and relat
ing to the year 1858. At this early date contracts embodying 
many of the features of future trading were apparently in com
mon use. We read: 

"The market during the month of October was stagnant in the extreme. 
There were no sales of moment either for present or future delivery. Op
erators seemed to think they could buy the hogs and pack cheaper than 
they could purchase the products and the rumors of a short hog crop being 
generally discredited, a general inactivity prevailed. Mess pork was nomi
nal at $15.00 to $15.50 for present and $14.00 to $14.25 for November de
livery. Later in the month some sales were made to fill November contracts 
at $14.50. Green shoulders for November delivery sold at 4 cents and 
hams at 6 to 6~ cents. Prime lard was offered for same delivery at 9~ 
cents. ... 

"The offerings for forward delivery were so rapidly picked up in the 
beginning of the month of November that sellers retired from the market. 
Some sales of mess pork were made for delivery all winter, seller's option, 
at $14.50 but about the 20th the market became much excited and some 
sales were made as high as $16.00 per barre!." 

The forms of trade described being time contracts are of the 
same general character as those used in grain; and. as in 
grain, they were used both as a basis of merchandising the 
products and purely as a speculation. By 1868 a flourishing fu
tures market had developed. Weare indebted to Andreas for 
the following description of the year: "Scarcely a month had 
elapsed since the New Year's day without a corner on 'Change. 
Three on wheat, two on corn, one on oats, and one attempted 
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on rye ~nd the year threatened to go out with a tremendous 
corner on the products of pork packing,-technically known as 
provisi<?ns."16 The market in provision futures has continued 
down to the present time and, while comparatively small, has 
always had the active support of the packing interests to play 
an important part in that industry. The volume of trading in 
1929 amounted to 50,862 contracts of 50,000 pounds each. 

5. THE ORGANIZATION OF GRAIN FUTURE MARKETS 

With the exception of the Chicago Board of Trade and to 
some extent the Milwaukee Chamber of Commerce, and the 
New York Produce Exchange, future markets in grain were 
definitely planned and organized. As we have seen, the future 
market upon the Chicago Board of Trade evolved out of the 
forms of cash dealings in use during the latter part of the 
decade, 1850-60. The other exchanges adopted this new method 
of trading, following the example of the Chicago market, and 
with such changes as they found necessary to meet their own 
needs. It is difficult to determine, particularly among the older 
exchanges, just the year that future trading did begin. The 
secretaries have supplied estimates based ,upon the records of 
the exchanges and information to be had from early market 
sheets and it is from this source that the following data have 
been obtained. 

The Chicago Board of Trade was organized in 1848 and 
began trading about 1859. The Milwaukee Chamber of Com
merce was organized in 1858 and began trading about 1864. 
The present New York Produce Exchange started in 1861 as 
the N ew York Commercial Association and changed its name 
to the present form in 1868. It traded in futures as early as 
1870. During the eighties and nineties the volume of trading 
was large but gradually declined and finally ceased altogether. 
In 1926-27 it maintained a small volume of trading in wheat 
futures. On March 3, 1931, a market in wheat futures was 

,. Andreas, op cit., Vol. II, p. 363. 
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again undertaken, this time in a contract calling for delivery 
of Canadian wheat in bond at Buffalo. 

The Merchants' Exchange of St. Louis was organized in 
1836 under the title of the St. Louis Chamber of Commerce 
but did not begin trading in futures until about 1872. The Chi
cago Open Board of Trade began trading in futures as an in
formal body of brokers as early as 1877 and was formally 
organized in 1880. The Duluth Board of Trade was formed in 
1881 and began trading in futures in 1885. The Minneapolis 
Chamber of Commerce was organized in 1881 and began trad
ing in futures in 1890. The Kansas City Board of Trade was 
formed in 1869 and began trading in futures in 1899. The 
Omaha Grain Exchange was organized in 1903. In 1904 it 
attempted a market in futures and again in 1916-17 but with
out success. Ie In 1930 it again undertook trading in wheat fu
tures. The Grain Trade Association of the San Francisco 
Chamber of Commerce was formed in 1912 and has since that 
time maintained a future market in barley. The Los Angeles 
Grain Exchange has maintained a barley future market since 
1917. The Seattle Grain Exchange in 1926 and the Portland 
Grain Exchange in 1929 began future markets in wheat. 

In the chapter immediately following the present one, the 
development of future trading in commodities other than grain 
is described. At the close of the chapter, Table 5 presents the 
volume of trading in futures during the year 1929 by ex
changes for each of the various grains, for cotton, and for 
each of the other commodities. 

6. SUMMARY 

Trading in grain futures evolved naturally from the grain 
trade practice of the time. \Videspread speculation during the 
fifties and sixt~...&!eatly stimulated its development. Itsprmo
type was the "to arrive" trading which came into common use 
:m the Chicago market about 1850. The "to arrive" contract 

U Repor, of the Federal Trade Commission on the Crain Trade, Vol. 
[I, p. 167. 



34 FUTURE TRADING 

was gradually standardized as trade needs required and, in 
stanaaI'dized fprm, it provide(fan- excellent instrument for 
speculation. Used for this purpose there"deveIoped the highly 
mobilizea;contiriu()us marKet "roarildei'isnc"oIpreserit=Oa:y fu
ture traditig~ As the volume offufures grew upon the Chicago 
Boaro 01 Trade, other exchanges took up this new method of 
dealing with the result that it is now a feature of most of the 
leading grain exchanges of this country. 



CHAPTER III 

EVOLUTION OF FUTURE TRADING: COTTON 
AND OTHER COMMODITIES 

1. CoTTON 

The essential features in the development of future trading 
in CQtt~n were nQUmlikeJ.hose iilira1n.There -wasil natural 
sequence of events out of which the practice evolved. A gradual 
~h in the cotton trade was accompanied by a_ ~r 
~owth of speculation in cotton. This speculation was greatly 
stimuIated by the events of the Civil war, which together with 
certain technical changes in the methods of speculation re
sulted in firmly establishing the practice. As in grain, this 
process was apparently a natural product of the trade and not 
a carryover of similar practices found elsewhere. 

Development of the Cotton Trade.-While the use of cotton 
for clothing extends several hundred years prior to the time of 
Christ, it has corne into general use only since the industrial 
revolution in the fourth quarter of the eighteenth century. The 
improvements of Hargreaves (in 1770) and Arkwright (in 
1769) and Samuel Crompton (in 1779) in the machinery for 
spinning were of outstanding importance in stimulating the 
demand for cotton. 1 As a result imports of cotton into England 
increased rapidly, the principal source of supply being from the 
West Indies. Imports grew from 4 million pounds in 1770 
to 23 million pounds in 1787 while the price of cotton at the 
same time increased from a range of 10~ to 14 pence per 
pound in 1770 to a high in 1787 of 42 pence per pound. II Cart
wright's improved power-loom appeared in this latter year. 
Both imports and prices continued to rise, prices touching a 

• Daniels, G. W. and Unwin, G., The Early English Cotton Imlwstry, 
London: Longmans, 1920. 

sElIison, Thos., The Cotton Trade of Great Britain, London: Effing
ham Wilson, 1886, pp. 48-49. 
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high point of 60 pence per pound in 1799 at which time im
ports amounted to 43 million pounds. 

This unusual demand for raw cotton was naturally a strong 
stimulus to its production. The chief deterrent in the United 
States was the cost of cleaning the seed from the fiber and 
this difficulty was overcome by Whitney in 1792. The rapidity 
with which the cotton trade of the United States grew as a 
result of these improvements is shown by the fact that in 1791 
it produced 2,000,000 pounds, or less than ~ of one per cent 
of the world crop; in 1811, it produced 80,000,000 pounds or 
14~ per cent of the world crop; in 1834, it produced 
460,000,000 pounds which constituted over 50 per cent of the 
entire production of the world.8 

The Trade with England; the Liverpool Market.-Both 
prior to and following the Industrial Revolution, England has 
held a leading posIbon In. :tile cottonindustry and many of 
the features of pr~~~~~~Ei.~~!~iti-spotS"artd·futures have 
had their oriffiiIln English practice. I:JkemosI oTherorganized 
markets, the Liverpool market developed from a small group 
of curb)rokers. On th~ling side they represented importing 
merchants and on the buying side the spinning interests. Their 
trade during its formative years was limited entirely to deal
ings in cotton on hand which was bought only after an inspec
tion of each lot. Ellison states that in 1757 the first sale of 
c~top maio made in T jyerpoo!!, (the-;arlier center of trade 
having been in London), and that as early as 1779 an attempt 
was made to corner the market. This marks the appearance of 
speculators in the market and it is worthy of note that this was 
nearly a hundred years before future trading became an es
tablished practice. Speculation in spot cotton grew as the trade 

-That is, judged by available figures of commercial production. Data 
from Reports of the Secretary of the Treasury given in Cox, A. B., Evolu
tion of Cotton Marketing, U. S. Dept. of Agr. bull (mimeo.), 1925. 

& Ellison, Thos., Gleanings and Reminiscences, Liverpool: H. Young & 
Sons, 1905. This work together with The Cotton Trade of Great Britain 
by the same author give an intimate survey of the development of the 
Liverpool cotton market. 
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grew so that by the early part of ,the nineteenth century it had 
become an established and widespread practice: -Writing in the 
year 1816, one-oithe-ieadingspotbrokers observes that "for 
the purposes of speculation there was 'nothing equal to cot
ton' and that the operators in this article consisted not only of 
regular merchants but included 'brokers, grocers, corn mer
chants, timber merchants, t.obacc.onists, c.oopers, etc.' .. a 

As the cotton trade expanded, greater improvements were 
also made in the packing and handling of cotton so that "it 
became possible to offer ,the imports in even running I.ots by 
sample and the custom of seIling by sample shown on a counter 
was established." Improvements in cultivation and packing 
contributed greatly to the development .of a system of grading. 
The earliest terms applied to cotton simply designated it by the 
locality in which it was grown as Smyrna, East India, Barba
dos, without any attempt at further classification. ~t by 1830 
a system of grading was regularly esBhl!.§ged including liar: 
dm~ to MHldhng-;"' "Fair to Good Fair" ~d "Go<l.<L to Fii "6 . -.,-,-~ me. 
Saie "To Arrive."-Of outstanding importance in the devel

opment of future trading in cotton as in grain was the practice 
of buying and selling the. sugplies while in trans~t. While El
lison cites transactions made on this. basis as early as 1780, 
they probably did not come into common use ~ntil after 1840 
with the development of the steamship and a fairly regular 
passenger service. It then became possible to ~!15i fOLWard the 
samples of a shipment of cotton and thus to sell .the cotton 
f~om two to six Oi!1ii.i[~kTIi~!iiri:9£[~';;t~-p;:y-
ment was unnecessary until the arrival of the cotton although 
a deposit or margin was sometimes required. One might buy ------. 

• Quoting Mr. ] ohn Stack in Ellison, Gleanings, etc., p. 83. To illustrate 
that the problems of brokers are by no means new, Mr. Stack also ob
serves, 'A great evil exists both in London and Liverpool, by brokers being 
both me.rchants and dealers: the duty, and only duty of a broker is to be 
a middleman between the buyer and seller, and not to buy and sell on his 
own account.' From Ellison, The Cotton Traae, etc., p. 244. 

"Todd,]. A., The Cotton World, London: Pitman, 1927, p. 62. 
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"to arrive"· on the basis of these samples, hold for an advance 
in price and resell; this might occur a score of times before 
the actual cotton arrived to then continue upon a spot basis. 
Similarly, at New York, samples were forwarded in advance 
and these frequently served as the basis for added ~ation 
beyond the limits of the actual supplies on hand. 

It is important to note in connection with speculative op
erations upon a "to arrive" basis as well as in spots, that facili
ties were not developed for short selling or "bearing" the mar
ket prior to the Civil war.T When "to arrive" or "in transit" 
sales were made they were based upon the possession of that 
amount of the commodity being forwarded so that the selling 
became an actual liquidation or offsetting of a long position. 

Speculation During the Civil War.-Speculation mounted 
rapidly during the Civil war reaching by 1863 enormous pro
portions. Curiously enough there was far less cotton on hand 
or in transit to buy or sell than during peace years. But the 
rapidity of turnover more than offset the smallness of supply, so 
much so in fact, that the body of cotton brokers in Liverpool 
necessary to handle the business nearly doubled. A contempo
rary of this period says "to witness the enormous speculative 
sales and purchases that have taken place during the last few 
months of this year (1864), and to notice the avidity with 
which some have bought cotton to arrive the first six months 
of the next year, at prices five times greater than the value 
only a few years ago, would lead an observing speculator to 
think that such parties believe in a never-ending war in 
America."8 

The Liverpool Cotton Brokers' Association was organized in 

(
1841 but up to 1863J!..had not been found necessary to.forrou-. 
late written rules of trade for its membership. In the latter 
year the size of the speculative operations and the disputes con-

• Ellison, Gleanings, etc., p. 325; also Ellison, The Cotton Trade, etc., 
p.256. 

• Williams, M., Seven Yea,.s' Histo,.y of the Cotton T,.ade of Europe, 
Liverpool, 1868, p. 38 cited in Cox, A. B., op. cit., p. 16. 
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tinually arising necessitated the formulation of a body of writ
ten rules and these included regulations in "arrivals" and "fu
tures." Speculative operations also de~l~~d ~~'ili~ short s'ide 
orthe market at ,this time,'1 though there was little demand for 
short positions until after the close of the war. 

The successful completion of the Atlantic cable. constituted 
the last important step in the p;eliminary developments-to fu
ture tiadi'rig:-lhisoeciiiiie'ari-'accomplisneiffact in IS66 and 
shorte'~d the time between the United States and Liverpool 
to a matter of only a few hours. Sales "on arrival" and involv
ing a delivery period of two months came into increasing 
prominence in the years 1867 and 1868. Liverpool merchants 
having acquired cotton in the South would sell at once "on ar
rival"; or they might sell "on arrival" and then acquire the 
cotton. In either case as the cotton arrived in Liverpool it was 
sorted out into lots to suit the needs of particular trade inter
ests, samples displayed and spot sales made, and at the same 
.time the' "arrival" or "future" contracts would· be bought 
back.1o This is the process known today as hedging, a develop
ment in which Mr. John Rew, a prominent Liverpool mer
chant, played an important part.n 

To successfully dev~£.~l:tedgipg:m.a.rk~t it is necessary that 
there~~J)od'y_otIiP~culatjy~jnterest to assume the price riSks 
involve~This the Liverpool market had in abundance-auein' 
part to the speculative experience of the Civil war and in part 
to the experience and interest built up through many earlier 
years of speculation in spot cotton. It was the practice on the 
Liverpool market to report the disposition of British receipts 
into three groups: purchases for export, purchases for con
sumption, and purchases by speculators. Ellison gives the figures 

• Ellison. Gleanings, etc., p. 325 ff • 
.. CE. 101. of the Royal Statistical Society, Vol. 69 p. 365 being a descrip

tion of early Liverpool practice by a merchant of the time. 
D Ellison, The Cotton Trade, etc., p. 269. A good description of this 

development and the part played by Mr. Rew is found in Marsh. A. R.. 
"Cotton Exchanges and their Economic Functions," Annals of Ihe Amer_ 
Acad. of Political and Social Science, Sept., 1911. 
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for this third group by years for as far back as 1816 at which 
time they amounted to only 28,700 bales. By 1840 sales to 
speculators amounted to over 200,000 bales and in 1861 they 
reached the peak figure of 1,329,100 bales. From this point 
on, sales of spot cotton to speculators began to decline, falling 
below 400,000 bales by 1873 and below 200,000 bales by 1883. 
These figures dearly indicate the unusual speculative interest 
developed during the Civil war as well as the shift from 
speculating in actual cotton to speculation in futures following 
the war. 

Development of Future Trading in New Y.ork.-The de
velopment of future trading in cotton in New York naturally 
followed along the same lines as that in Liverpool. As a spot
market New York was, of course, less important than Liver
pool and it is to be supposed in the changes taking place in trad
ing methods that .the latter market took the lead. Speculation 
in cotton during the war was large in New York and was 
further complicated by the fluctuations in the value of the cur
rency. As in Liverpool, transactions were classified prior ·to 
the development of futures on the three-fold basis of sales to 
spinners,sales for export and sales to speculators, and frequent 
references are to be found in the trade news of the activities 
of speculators. 

It is . likely that future trading in New. YQrk first reached 
su stanti ortions in 1868. In the weekly summaries of 
the cotton market in T e Commercial and Financial Chronicle 
during the year 1869, sales are described which clearly indicate 
that future trading was then an established practice. The fol
lowing excerpt from the issue of Saturday, January 2, 1869, 
will serve to indicate the character as well as the extent of the 
market at that date. The market for the week is described as 
buoyant due in part to Liverpool activity and in part to "the 
large speculative orders from the South based on the idea of 
reduced estimates of the crop (some of which orders went 
forward by cable Wednesday to Liverpool) while the pur
chasers to fill contracts for December delivery also entered the 
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market to cover their short sales. The South appears to have 
great confidence in higher rates, and large offers are made with
out finding takers for lots for March and April delivery. The 
reported sales for future delivery reach about 3,500 bales of 
which 775 bales were Middling for January delivery at 25 
to 250 cents; 900 bales Low Middling for February at 24 
to 24ji cents; 5()() bales New Orleans Middling for February 
at 26 cents; 100 bales Middling for March at 25}4 ; 200 bales 
Low Middling for January at 24}4 cents; 750 bales Low Mid
dling for February and March at 24}4 to 24~ cents; 300 Low 
Middling for February at 25}4. Immediate delivery 24,682 
bales." 

This summary is typical of the type of trading regularly re
ported by The Commercial and Financial Chronicle during 
1869 but not prior to that time. Thus in the issue of Oct. 3, 
1868, the market is referred to as very active including sales to 
speculators but no mention is made of future transactions. In 
the issue dated July 4, 1868, the review states: "Speculators 
have bought largely not only in this market but through the 
cable they have been large buyers of cotton afloat." During 
the year 1867, cotton prices steadily declined to greatl.YJ;!!mu
late forward buying by English spinners dur!!lz...!be fatL2t 
1867 and the soring of 1868.12 This in tum stimulated the for
ward trade among merchants and speculators both in Liverpool 
and New York to the extent apparently that it was thought 
worth while to regularly report the transactions in the market 
reviews. In reviewing the N ew York cotton market for De
cember, 1868, the New Orleans Price Current observed: "In 
December there was a fair demand and prices for the most 
part were steady, though occasionally affected by the contract
ing for future delivery, which now began to be a regular fea
ture in the market, at prices 1 to 2 cents below those current for 
spot lots. "'8 

"The Me,.chanrs Magazine and Commercial Review, N.Y., May, 1868, 
p. 361. 

-Quoted in Repo,., of the Commissione,. on Cotton Exchanges, Wash. 
1908, Part I, p. 40. 
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StandardJzation of the Contract.-In the absence of rules 
or customs governing the matter, the earlier future forms of 
"to arrive' and "afloat" contracts included a variety of condi
tions. In N ew York, varying periods of delivery were stipu
lated such as "for January and February," "from January 15 
to February 14" "from May to June 15." They were usually, 
however, at seller's option for a single month and this soon 
developed as the standard period. Upon the Liverpool market 
the coupled month, e.g., June-July or October-November, came 
to be the rqling delivery period due to the greater distance from 
the South and this continued until 1918. Various sized con
tracts were also entered into, though the unit of 100 bales or 
mUltiples thereof early came to be ,the prevailing standard. 

A basis grade was employed in these early forms of trading 
with adjustments if other grades were proffered. In New York 
the basis was low middling, and apparently losses or gains due 
to differences had to be reckoned with then as now. In "The 
Chronicle" of July 30, 1870 we read, "The business for future 
delivery was active for the first half of the week but latterly 
was very dull. That for July covers a wide range of prices 
and the advance of Low Middling to 20 cents on Tuesday 
shows the working of the 'corner.' The sale today of Low 
Middling for July at 18% with only one day to deliver while 
the same grade on the spot brought 19 cents suggests the ex
planation that in sales for future delivery the seller is entitled 
to fill his contract with any grade from Good Ordinary to 
Good Middling on the basis of Low Middling [italics by the 
magazine] so,that parties having irregular lots of cotton take 
this method of disposing of them." 

Growth.of Futures Trading.-The high and uncertain level 
of cotton prices during the late sixties and early seventies served 
as a strong incentive to spinners and merchants to hedge and 
to traders to speculate so that once started the practice grew 
rapidly. The data of Table 4 show this growth for the New 
York market by years up to 1880 and for certain available 
years since 1880. Future Trading in cotton upon the New 
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York Cotton Exchange reached sizable proportions!?y 1875 
an~ by 1880 a market of large proportions had been developed. 

The Organization of Exchanges.-Mention has already been 
made of the organization of the Liverpool Cotton Brokers' 
Association in 1841. This was the first exchange upon which 
future trading in cotion was maintained. Rules governing the 
trade in "arrivals" and "futures" were formulated in 1863 

TABLE 4.-THE VOLUME OF TRADING IN CorroN FUTURES ON THE NEW 
YORK M.uKET FOil. 1869 AND 1870 AND UPON THE NEW YORK 

CorroN EXCHANGE FOR SPECIFIED YEARS, 1871-192!!.* 

Year ending Volume of Year ending Volume of 
August 31 trading August 31 trading 

(bales) (bales) 
1869 (from Jan. 1) 101,665 1885 20,889,700 
1870 591,586 1890 22,138,200 
1871 3.000,000 1897 36,113,000 
1872 4.933,700 1919 73,159,800 
1873 5,299,700 1920 73,333,300 
1874 6,187,700· 1921 67,758,600 
1875 8,358,000 1922 78,361,700 
1876 7,233,650 1925 (calendar yr.) 82,346,900 
1877 10,735,400 1926 (calendar yr.) 105,701,600 
1878 12,973,300 1927 (calendar yr.) 110,388,000 
1879 25.410,600 1928 (calendar yr.) 80,246,600 
1880 34,006,600 1929 (calendar yr.) 99,986,800 

*For years 1869-1897 from Repo,.t of the Commissione,. of Co,.po,.a
tions Oil COttOIl Exchanges, Wash. 1909, Part I, p. 55 and Part IV, p. 273; 
for years 1919-22, from Fede,.al T,.ade Commission's Repo,.t on the Cotton 
T,.ade, Wash., 1924, Part I, p. 123 j for 1925-29 from Sen. Report No. 248 
71st. Cong.,2nd Sess., on COUOIl Conditions, p. 6. 

and in 1876 a clearing house was formed. Some dissension de
veloped in the trade growing out of the use of the clearing 
house with the result that a reorganization and incorporation 
occurred in 1882 under the name of the Liverpool Cotton As- . 
sociation. 

In 1868 the New York Board of Cotion Brokers was or
ganized to be superseded in the fall of 1870 by the New York 
Cotton Exchange which was incorporated in 1871. As we have 
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seen, the trade in futures in New York was well established It 
in 1869. After the formation of the New York Cotton Ex
change this trade was carried over and continued on the ex
change. F~llowing the lead of the cotton brokers in New York, 
a number of exchanges were formed in the South in the early 
seventies. These included among others the New Orleans Cot
ton Exchange, the Mobile Cotton Exchange, the Galveston 
Cotton Exchange, the Savannah Cotton Exchange, the Charles
ton Cotton Exchange, the Memphis Cotton Exchange, and the 
Houston Cotton Exchange. However, with the exception of the 
New Cotton Exchange, trading in futures has not been 
successfully developed upon _ any 0 t _ese ext anges a tough 
at various times attempts to build up an organized market have 
beenm-iae:---------. 

Th New Orleans Cotton Exchange was formed in Janu
aJX...,18&I,and for several years operate only as a spot mar et. 
In 188 it began trading in futures and, while continuing as an 
important spot market, has successfully maintained a large fu
ture market as well. Its ~olume of future tradin? for the 5-
year period 1925-29 has amounted to 31,998,850 bales in 1925, 
39,001,600 bales in 1926,40,312,200 bales in 1927,24,948,900 
bales in 1928 and 41,253,500 bales in 1929. Its future business 
during recent years has approximated 40 per cent of that of 
the N ew York Cotton Exchange. Its relative importance to 
that of New York is somewhat greater than this percentage 
indicates, however, due to its important position as a spot mar
ket, this latter feature being largely lacking in New York. On 
December 1, 1924, the Chicago Board of Trade inaugurated 
trading in cotton futures. To date the market has remained 
comparatively small, the volume of trading in 1926 being 
1,040,500 bales, in 1927, 6,093,000 bales, in 1928, 5,864,100 
bales and in 1929, 1,430,150 bales. This volume of trading 
averages less than 4 per cent of that upon the New York Cot
ton Exchange for the corresponding 4 years . 

• < As reported to the U. S. Bureau of Internal Revenue, Pub. in Cotton 
Conditions, Sen. Report No. 248, 71st Congo 2nd Sess., 1930. 
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2. COFFEE, SUGAR, COTTONSEED OU., FLAXSEED 

Future trading in grain and in cotton may be accurately 
referred to as evolutions from current trade practice. They are 
a natural product of a period in which speculation and uncer

, tainty played a prominent role and emerged from this period 
as a firmly established practice. In contrast to the development 
in these two fields, organized. trading in other commodities has 
been definitely planned and with very minor modifications has 
taken over the features found upon the older markets. At the 
time of the World War. additions to the list of commodities 
having future m~rket.s,jnJjl~~Y;it~d--Sbtes included coffee, 
sugar aIid""~nseed oil though "from time·· to time trading in 
other commodities -was at1efupted~ Iii-nlis connection mention 
should be made of the seed future market of the Toledo Board 
of Trade. Its origin apparently dates back to the time of-the 
Civil war and for many years it constituted an important branch 
of the trade. The exchange still maintains a future market in 
Clover seed and Alsike se~d though the volume of trading is 
negligible. In 1929 it amounted to 8,000 bags of 155 pounds 
each in Oover futures and 2,000 bags of 155 pounds each in 
Alsike futures. 

Coffee.-In December, 1881, a group of coffee brokers and 
dealers formed and incorporated the New York Coffee Ex
change and on March 7, 1882, trading in coffee futures began.15 

The background to the organization of this exchange extends 
back to the Civil war at which time prices were high and un
certain. They were again high in the seventies encouraging un
due speculation and with the advent of large supplies in 1879 
and 1880 fell rapidly leaving the market generally in a chaotic 
state. It was believed that an organized exchange would aid 
in bringing order into the trade, the New York Cotton Ex
change and the Chicago Board of Trade being held up as suc- . 

UBrunn, EM., "The New York Coffee and Sugar Exchange," Annals 
of the Amer. Acad. of Pol. and Social Science, May, 1931. See also 
Huebner. G. G., "The Coffee Market," Annals of the Amer. Acad. of Pol. 
and Social Science, Sept.. 1911 •. 
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cessful e~mples, and that a greater measure of standardization 
in grading and in trade practice would ensue. Considerable op
position was encountered prior to and following organization, 
but trading gradually grew to give the exchange after a few 
years a prominent place in the coffee trade. In 1904, the volume 
of sales reached the high point of 25,487,500 bags of 132 
pounds each. Five years later the volume had declined to 
6,661,750 bags. In 1928 it amounted to 12,720,000 bags; in 
1929 it amounted to 15,428,250 bags. 

From the beginning, the trade in coffee futures has been 
maintained under a standardized contract with the features 
common to contracts in futures. The unit of trading is 32,500 
pounds or about 250 bags, the point of delivery from licensed 
warehouse, New York, a basis grade--No. 7 for Rio coffee 
-is used with fixed differentials for the delivery of other. 
months. These features common to contracts in futures are out
lined in detail in a later chapter describing the nature of the 
future contract. They are mentioned here merely to indicate 
that coffee future trading, in form at least, began as a fully 
developed practice. 

Beginning in January, 1928, an additional contract was 
added having as the basis grade No.4 Santos coffee, and late in 
1929 a third contract for Mild coffee was adopted. As at pres
ent maintained, the market thus offers facilities for hedging or 
trading in three separate future contracts. 

Sugar.-In December, 1914, the New York Coffee Ex
change broadened its field of activity by adding a contract in 
raw sugar futures; and in 1916 after this new market had 
proven to be a success, the name of the exchange was changed 
to its present title of the New York Coffee and Sugar Ex
change. Trading in raw sugar futures has continued with fair 
success up to the present time, the trade in 1929 amounting to 
12,710,850 tons (2240 pounds to the ton). Two contracts in 
raw sugar are maintained viz., "in bond" reflecting the price 
prior to the payment of the Cuban tariff and "duty free" upon 
which no tariff is due. In 1921 this exchange attempted trading 



EVOLUTION OF FUTURE TRADING: COTTON 47 

in a refined sugar contract with but little success and in a few 
years it was given up. 

Cottonseed Oil.-In 1904 the New York Produce Exchange 
organized a future market in cottonseed oil. The commercial 
importance of cottonseed oil gradually grew and with it the fu
ture trade so that by 1914 the volume of future trading ex
ceeded 3 million barrels. During the war the added stimulus 
created through the use of cottonseed oil in the manufacture 
of explosives resulted in r;4sing the volume of trading to 
.8,000,000 barrels. Following the war trading ranged from 3 
to 5 million barrels though recently it has declined considerably. 
In 1929 the volume was 2,630,900 barrels. 

A standardized contract is employed. Beginning in May, 
1930, several outstanding changes were made to bring the con
tract into line with recent trade changes. These included an 
improvement in the quality of oil deliverable upon the contract, 
a change from delivery in barrels to a contract suitable for de
livery in tank cars and the addition of several delivering points. 

In 1925 the New Orleans Cotton Exchange inaugurated 
trading in cottonseed oil futures. While located very well with 
respect to the commercial supply, they have not as yet suc
ceeded in developing a market of any size. They have not seen 
fit to disclose their volume of trading. Private estimates, how
ever, place it around 150 million pounds or 375,000 barrels for 
1929. 

Flaxseed.-Mention should also be made of the trade in flax
seed futures. Two grain exchanges maintain a future market 
in flaxseed at the present time, viz., the Minneapolis Chamber of 
Commerce and the Duluth Board of Trade, the former in
augurating trading in this commodity in 1920 and the latter 
in 1892. The form of contract employed and the rules govern
ingthe trade in flaxseed futures are, with some minor adapta
tions, the same as those for grain. For the year 1929 the vol- . 
ume of trading upon the Minneapolis Chamber of Commerce 
amounted to 25,022,000 bushels and upon the Duluth Board 
of Trade 22,674,000 bushels. 



48 FUTURE TRADING 

3. DEVELOPMENT SINCE THE WORLD WAR 

Judged either by the number of new exchanges or by the 
number of additional commodities, future trading has had an 
unusual growth during the past -12 years. There have been 
added to the list at least 16 distinct commodities; and in the 
number of new future exchanges, at least 12 have either been 
formed specifically to trade in futures or have added to their 
existing organization the necessary facilities to trade in futures. 
Such a formidable array of commodities and exchanges sug
gests for the field of future trading a "new era" in the position 
it occupies in the marketing and merchandising of commodities. 
An "era" is, however, far more easily seen in retrospect than 
in prospect and for that reason time is necessary to properly 
appraise the present movement. All of these newer exchanges 
are very much in the testing period and more especially since 
the development of the present depression (1930-31). Com
modity priCQ!lQ}!.~~_~cli!I}ng_~~ult that 
mu~()!!!!~_sp~,=-1!!a!!!~ 1.1!~~~~~!atl(UQ..~ome extent the he~
ing inter~s~ has withdrawn from .the m<!.t:.l<:~_.and since ex
changes as ass~~i~tfons-ciT b;~ke;age fi~s are dependent upon 
commissions, they necessarily feel the effect of the smaller 
volume of trading. It is likely that some will not survive the 
present period of depression while others will continue and 
come to occupy an even larger place in the industry or trade 
with which they are associated. Nothing more than a brief 
summary of these newer entrants will need to be made to com
plete the picture to date of the development of future trading 
in this country.u 

Butter and Eggs.-In December, 1919, the Chicago Mer
cantile Exchange inaugurated trading in butter futures and in 

.. Most of the facts regarding the development of these newer exchanges 
are to be found in articles contributed to a special commodity market 
number of the Annals of the American Academy of Political ana Social 
Science, (Philadelphia) May, 1931. Excellent summaries are also to be 
found in Commerce ana Finance (N.Y.) July 17, 1929, for the markets 
located in New York City. 
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egg futures. While the exchange as a body of brokers and 
known as the Butter and Egg Board had been in existence prior 
to this time they had not set up rules for futures nor attempted 
to maintain trading on this basis. The new department proved 
to be a success in attracting the trade to its use and during its 
first year of operation transacted sales amounting to 11,000 
cars of eggs and 4,000 cars of butter. The following year the 
business increased to 34,000 cars of eggs and 15,000 cars of 
butter. In 1929 it amounted to 47,398 cars of eggs and 15,216 
cars of butter. 

The contracts employed for these commodities follow the 
same general lines as those of other commodities. The unit of 
trading is the carlot being for eggs 12,000 dozen and for but
ter 19,200 pounds; price fluctuations are in eighths of a cent 
per dozen or per pound; delivery is provided for during a 
period of a month at seller's option as to day; the basis grades 
are refrigerator standard eggs and storage or fresh standard 
butter; the principal month used as a basis of trading is No
vember though the other months are also traded in. The ex
change has succeeded in enlisting important cash trade inter
ests in its use, a feature of which more recently has been the 
dealing in futures to hedge a trade position. 

In 1925, the N ew York Mercantile Exchange also organized 
a department for future trading in these two commodities. For 
the year 1929 a volume of business amounting to 5,858 cars 
of eggs and 36 cars of butter was transacted. 

Coco a.-West Africa and Brazil produce respectively about 
60 per cent and 25 per cent of the world's output of cocoa and 
the United States consumes about 40 per cent of the world 
crop each year. Both the supply of and the demand for cocoa 
beans have grown rapidly during the last twenty-five years to 
develop New York as an important market in this commodity. 
In 1925 the New York Cocoa Exchange was formed in an at
tempt to organize the market and to develop it along the lines 
of the older markets operated through the use of futures. 
While the exchange maintains trading only in futures, it num-
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bers among its membership leading chocolate manufacturers 
and other trade interests both of the United States and for
eign countries. Up to and including the year 1929 its volume 
of trading grew rapidly amounting to 47,208 lots of 30,000 
pounds each for the year. 

Rubber.-The formation of a rubber future market in 1925 
was closely associated with the general instability in rubber prices 
at that time. With the coming of the automobile the consump
tion of rubber expanded rapidly with the United States aIr 
sorbing over 70 per cent of the total supply. In the general 
decline in prices in 1920-21, rubber prices fell from a war-time 
level of 50 cents to as low as 15 cents per pound and as a re
sult the British Government late in 1922 put into operation the 
Stevenson plan to control the export of rubber from her 
Eastern possessions. The effect of the plan together with the 
general recovery in business resulted in rubber advancing rapid
ly, especially during 1925, reaching in the fall of that year a 
level of prices approaching $1.00 per pound. 

In February, 1926, the Rubber Exchange of New York 
opened for trading having as its purpose, as set forth in its 
charter, "To decrease local risks attendant upon the business j 
and generally, to promote and facilitate the business of buying, 
selling and dealing with and dealing in the above mentioned 
products." It began business at a time, therefore, when rubber 
prices were extremely high and uncertain. In response to these 
prices, exports increased from sources other than those under 
British control, prices declined greatly, and in 1928 the Steven
son plan was abandoned. Rubber, in line with other commodi
ties, has further greatly declined in the recessions of 1930-31 
reaching a level considerably under 10 cents per pound. 

In its methods of trade, the Rubber Exchange has adopted 
the same general features as the other exchanges: a standard
ized contract, a delivery period of one month, standardized 
commissions, uniform trading hours, carefully drawn trading 
rules. Its volume of trading up to 1929 expanded rapidly reach
ing in that year 196,486 contracts of 2~ tons each. 
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Silk.-In point of value, silk has been during recent years 
the principal import into the United States, foreign receipts 
for the five year period~ 1925-29, having an aggregate annual 
value of about $400,000,000. This volume of product was 
thought sufficiently large to serve as a basis for a market in 
futures in this country and in 1928 the National Raw Silk Ex
change was organized and trading begun in New York City. 
While the exchange has been in operation only a short while it 
has made good progress in establishing itself as an integral 
part of the silk trade. Its volume of business in 1929 amounted 
to 222,675 bales of 130 pounds each and in 1930 increased by 
10 per cent to 244,290 bales. In working out a standardized 
contract it has already materially aided the silk industry in 
standardizing grades and qualities for silk and in collecting 
and making available more complete and reliable statistics. 

The Me/als.-In the eighties and nineties of the last century 
the N ew York Metal Exchange maintained an active future 
market in tin, copper, lead and zinc. The future trade in these 
metals gradually declined, however, and finally disappeared al
together. Perhaps stimulated by the success of other and newly
launched exchanges, a reorganization of the Exchange was ef
fected in 1928, and in December of that year under the name 
of the National Metal Exchange a future market in tin was 
undertaken. It met with fair success and 5 months later a cop
per futures market was added. The contracts and rules of 
trading are framed along similar lines to those of other or
ganized commodity markets, having, of course, problems dis
tinctive to the particular fields in· grading and deliveries. Cop
per, for example, is distinctive among American commodity 
trading in being deliverable at a point outside as well as within 
the United States. It is deliverable in London and uses a con
tract of the same size as that used in future trading on the 
London Metal Exchange. For the year 1929 the volume of 
trading in tin futures amounted to 41,460 long tons; and for 
its first year of trading ending May 15, 1930, copper future 
trading amounted to 6,125 long tons. Plans are now (1931) 
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being perfected by the Exchange for a future market in silver. 
Hides . ....:...In the spring of 1929 plans were perfected and a 

market opened to deal in hide· futures. The N ew York Hide 
Exchange located in New York City was organized for that 
purpose. A standard contract is used calling for delivery of 
40,000 pounds of No. 1 "Packer" light native cow hides with 
other grades deliverable under a rather elaborate difference sys
tem. During its first year of operation transactions amounting 
to 22,356,670 pounds were executed with the business growing 
rapidly. Work is going forward in the collection and dissemina
tion of more adequate statistics of the industry. Improvements 
are also being made in the details of grading and handling. 

Cottonseed, Cottonseed M eal.-Seed cotton yields, when 
ginned, 2 pounds of seed for every pound of lint. There is pro
duced, therefore, in point of volume several millions of tons 
of cottonseed every year. Its principal commercial value lies in 
its use as (1) cottonseed oil for compound lards, shortening, 
soaps, etc.; (2) cottonseed meal used for feed and fertilizer; 
(3) hulls used as fiber and as a substitute for hay; and (4) 
linters used in the manufacture of nitrocellulose products and 
in the manufacture of rayon. During the World War, trading 
in cottonseed meal was undertaken by the Memphis Merchants 
Exchange but was discontinued after a short while because of 
the war control over exchanges. It did not again undertake 
trading until January 15, 1929, when a futures market in cot
tonseed meal and another in cottonseed were formed. Mem
phis is the center of a large spot trade in these products. Backed 
by an old and strong exchange organization, these markets give 
promise of becoming an important factor in the trade. They 
embody the essential features of the usual future market. For 
the period July 1, 1929-June 30, 1930 the volume of sales 
for both markets combined amounted to 768,850 tons. 

Other Commodities.-In June, 1929, the Merchants Ex
change of St. Louis opened a future market in mill feeds. Three 
contracts are used viz., for bran, for grey shorts and for stand
ard middlings. An attempt is being made to enlist the active 
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interest of the trade and to build up a hedging market. During 
its first year of operation the volume of trading amounted to 
632,925 tons. 

The Chicago Live Stock Exchange on March 1, 1930, 
opened a market for future trading in live hogs. The contract 
enables one to buy or sell a future specifying delivery by carlot 
and for a delivery period several months away. On January 12, 
1931, the Olicago Mercantile Exchange started trading in po
tato futures. The contract embodies the usual standardized fea
tures of period and place of delivery, grade, etc., the unit of 
trading being a carlot of 36,000 pounds. On February 2, 1931, 
trading in blackstrap molasses futures was undertaken upon the 
N ew York Coffee and Sugar Exchange. In 1930 world produc
tion of blackstrap molasses exceeded one billion gallons. The 
future contract provides for a unit of trading of 24,000 gal
lons deliverable at New Orleans. 

After consideration and investigation extending over a 
period of several years, the New York Cotton Exchange finally 
decided to establish a future market in wool tops and on May-
18, 1931, trading was begun. The principal difficulty with fu
ture trading in wool is that of grading. ThiS (iifficultynas-tieen 
met inparf bithe-~~~-ororreawoott6ps . as the standard of 
trading in which the wool has ,been scoured and combed and 
loosely prepared for spinning. This is the basis of the contract 
upon the Antwerp market where trading is well established. 
The unit of trading upon the New York Cotton Exchange is 
5000 pounds of wool tops, the price based upon delivery at Bos
ton but with provision for delivery at other points if desired. 

It is, of course, too early to judge the measure of success 
these newer markets will attain. If they develop in E~()portion 
to ~C!_~p2tJrade.-upon....which,.tbe)[.a.r{:jn"parLdep,~~11,g~.n.t, they 
will become in time flou6~~~~jL~~E-anges. Each has' its' own. 
particular problems to meet in maintaining a contract generally 
attractive to the trade and all are subject to those broad cycli
cal variations in trade which at times so largely determine prof
its or losses. 
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TABLE S.-TEE VOLUME OF FUTURE ThADrnG AND AN ESTIMATE OF ITS 

AGGREGATE VALUE, BY CO:w.t:ODITIES AND BY ExCHANGES, 

FOR mE YEAR 1929. 
PART A.-Grain 

Trade during 1929 
Began 

Exchange trading in Estimated 
futures' Commodity Voluroe' price per 

bushell 

(mil/i .... oj 
bllSluls) (cMls) 

Chicago Board of Trade 18S9 wheat 15,684.4 12S 
com 4,537.2 95 
oats 874.3 48 
rye 371.0 103 

Minneapolia C. of C. 1890 wheat 1,258.2 125 
oats 110.6 48 
rye 44.6 103 
barley 89.3 64 

XaDsas City B. of T. 1899 wheat 850.1 125 
com 232.4 95 
oats 0.0 48 

Chicago Open B. of T. 1880 wheat 495.9 125 
com 133.8 9S 
oats 6.9 48 
rye .3 103 

Duluth B. of T. 1885 wheat 394.5 125 
rye 43.3 103 
barley .9 64 

¥llwauee C. of C. 1864 wheat 36.S 125 
com 30.2 95 
oats 10.2 48 
rye 3.3 103 

S1. Louis ¥erchaots' E:o:. 1872 wheat 28.11 125 
com 9.5 95 

Portland Grain E:o:ch. 1929 wheat 14.91 125 
Seattle Grain E:o:ch. 1926 wheat 12.7 125 
Omaha Grain E:o:ch. 1904' wheat 0.0 125 
Ne ... York Produce E:o:ch. 18101 wheat 0.0 125 
San Francisco C. of C. 1912 barley 0.0' 64 
Loa Angeles Grain Ezch. 1917 barley 0.0' 64 

Total 

I The date refer1l to the exchange rather than to any on. given grain. 
I Data from Grain Futures Administration, U. S. D.pt. of Agriculture. 
I Average of monthly prices, Chicago. 
• Year ending June 30,1930. 
I Future market reorganized in June, 1930. 
I Future market reorganized in March, 1931; the date of 1810 estimated. 
, Actual voluroe 4,000 bushels. 

Estimated 
Value 

(milI ..... Dj 
dollars) 

19,605.5 
4,310.3 

419.7 
382.1 

1,572.8 
53.1 
45.9 
57.2 

1,062.6 
220.8 

0.0 
619.9 
127.1 

3.3 
.3 

493.1 
44.6 

.6 
45.6 
28.7 
4.9 
3.4 

36.1 
11.0 

18.6 
15.9 
0.0 
0.0 
0.0 
0.0 

29,181.1 
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P.u.T.B.--Cottonand Other Commodities 

Began Trade during 1929 

EschaDg. trading Eatimated 
in Commodity Volumet price per Eatimated 

futureal pound' Value 

{",iIlioM t4 (mill; .... ~1 
t-uh) (UtJls) dollar.) 

New York Cotton &c:Iumae 1870 _tDn 41,173.5 18.8 7,740.6 
1931 wool top 0.0 - 0.0 

New Or ...... Cotton &ch. 1880 cotton 15,999.4 18.8 3,007.9 
1925 cottDoseed oil 157.6' 9.7 15.3 

Chi_o Board of Trade 192' cotton 715.1 18.8 134.4 
1859 provisionsl 1,271.6 11.91 151.3 

New York Produce Ed. 1904 cottDnseed oil 1,052.0 9.7 102.0 
Mempb.ia Merchants &ch. 1929 cottDoseed } 1,537.7' 2.01 30.7 

1929 cottonseed meal 
Duluth Board of Trade 1892 8useed 1,161.0 4.9 57.2 
MinDeapolia C. of C. 1920 lIuseed 1,309.7 4.9 64.2 
Toledo Board of Trade 1862 field seeds' 1.6 30.01 .5 
N. Y. Coli .. I: Sugar Exch. 1882 coffee 2,036.5 13.8 281.0 

1914 sugar 28,412.3 2.0 569.4 
1931 moJassea 0.0 - 0.0 

New York Cocoa &c:Iumae 1925 cocoa 1,416.2 10.1 143.0 
Rubber Exchange of N. Y. 1926 rubber 1,100.3 20.6 226.1 
Nat'! Raw Sillt Ez. (N. Y.) 1928 sllk. 28.9 487.0 140.1 
Nat'! Metal &ch. (N. Y.) 1928 tin 92.9 44.9 41.7 

1929 copper 13.7" 17.6 2.4 
1931 lilver 0.0 - 0.0 

New York Hide Exchause 1929 hides 293.811 15.5 45.5 
Chicago Mercantile &ch. 1919 butter 292.1 43.5 127.1 

1919 """ 568.SU 34.7" 197.4 
1931 potatoes 0.0 - 0.0 

New York Mercantile Ex. 1925 butter .7 43.5 .3 
1925 """ 70.3" 34.711 24.4 

St. Louis Merchants' Exch. 1929 mill feedsJI 1,265.911 1.51 19.0 
Chicago Live StDck &ch. 1930 Iivehol!ll 0.0 - 0.0 

Total 13.122.7 

• That ii, uc~ tJading bepD in the commodity opposite the date shoWD. 
I Data supplied by the euhaDgea with the .... ption of the N. Y. Cotton &change and the New 

Orleans Cotton Exchange. 
I Average of monthly prices, mostly New York. 

• Eatimated. 
I Lard, ribs. belli .. and mess pork. 
I Weighted average price. 
• Year ending June 30.1930 • 
• Average price. 

• Clover and aJsike. 
to Year ending May 15. 1930. 
U Year ending June 30. 1930. 
II MilIio ... of dozens. 
II Price per dozen. 
.. Bran, Grey ahorts aDd standard middliop. 
U Year ending June 10,1930. 
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Trading ~n 1929.-In Table 5 there is shown the volume of 
future trading and an estimate of its value for the year 1929. 
The list includes all of the exchanges of the United States hav
ing any trading in futures in 1929 as well as all of the com
modities traded in during that year. The table is divided into 
two parts: (1) Grain and (2) Cotton and Other Commodi
ties. The importan<:e of the trade in grain and cotton is clearly 
shown as well as the dominant position of the Chicago Board 
of Trade and the New York Cotton Exchange. A summary of 
this table is to be found in Chapter I, Table 1. Too great im
portance should not be attached to the absolute figures since 
they vary somewhat from year to year, and for the year 1929 
were influenced by abnormal speculative conditions. They are 
broadly indicative, however, of the relative importance of the 
trade upon the various markets and in the various commodities. 

4. SUMMARY 

In this chapter the development of future trading upon the 
exchanges other than grain has been described. With the ex
ception of cotton, this development has consisted of the forma
tion of an association for the purpose, the framing ora con
tract and s~itable rulesalcingthe lines o(th~--oider~changes, 
and the inaugurationof'irading. I!l$otton. the- prQc;ss was 
just the _opposneOT~1s~"!fa~ng~begaIi fust,' tben}uTes and 
finally-the formation of a fonnal exchange. Future trading-in 
co n was a natural evolution from t;;de practice in whlcn 
mer<:hants and brokers were increasingly attracted to the a - -
van..!ages of this method of trade both as a means of specula
ti.xe profit and as a useful toQLtqj)e. llsed jn connection with 
~~al S]ot d,e~lings. Liverpool took the lead in developing 
the features necessary to organized future markets in cotton, 
the principal steps of development occurring during and im
mediately following the Civil War. By 1868 future trading 
was an established practice both in Lhrerpool and New York. 

Down to the W orId War additional commodities in which 
future markets had been successfully developed were coffee, 
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sugar and cottonseed oil. Since the W orId War not less than 
fifteen commodities have been added to the list. While trading 
in these newer commodities has had a reasonably rapid growth. 
it has not had time as yet to fully prove its place in the various 
markets involved. 

Grain futures and cotton futures still occupy the dominant 
positions among the organized markets. accounting, in 1929. 
for over nine-tenths of the entire volume of trading. In the 
chapters which follow. they will. therefore, be used as the basis 
of analysis and appraisal of the functions of future trading. 



CHAPTER IV 

GRAIN MARKETING 

Cash and Future Trading Often Confused.-Much of the 
mystery popularly ascribed to future trading has its origin in 
a superficial knowledge of the relation between the trade in fu
tures and the trade in the actual product itself. A trade in fu
tures is ~~!ll1l1~~1y.~~E!~iE:~~ __ ~~ S.i}llllJy_a pw::tha~~Q!.~~.k_of so 
much actual product to be delivered at a.stil.?1!Ia.te.d-£utut:etirne. 
A d;finWon ollhis soiiisSirnpie:'~p~a;s plausible, and is at 
once disarming. With the basic concept so clear, the inquirer 
assumes that trading practice m~st also be simple and expect
ing little usually receives little. 

A future is muc!tJ!!o.!.~_ than ..§.iI!1ply ll_~ontract..maturing at 
some future dat~:-This definition would apply equally well to a 
lito a'ITive"cont:ract yet no one engaged in the trade would ad
mit for a moment that "to arrive" contracts are the' same as fu
tures. The essence of the future contract is the use to which it 
is put and in this it differs radically from the "to arrive" con
tract. To understand this and to lay a firm foundation for sub
sequent phases of the subject we need to examine thoroughly 
the manner in which future trading is related to the marketing 
the merchandising of the various commodities in which the 
practice is maintained. 

In this chapter and the one immediately following, there is 
presented an epitome of the marketing process as applied to the 
two leading commodities: grain and cotton. No attempt is made 
to trace the entire detail in the handling of these two crops. 
In particular, extended discussions of the important subjects of 
hedging and the price relationships between cash and future 
trading have been avoided because of their separate analysis 
in subsequent chapters. 

58 
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1. THE MARKETING PROCESS 

Grain Merchandising Presents Complex Problems.-In the 
United States, grain is harvested between the months of July 
and November. Winter wheat, oats, rye and barley are harvested 
mainly in July and August, spring wheat in August and Sep
tember and com in October and November. Once harvested, it 
becomes necessary to 50 handle the crop that the demands of 
the ultimate consumer will be met until the following year's 
crop is ready for market. Under our system of free competi
tion this is accomplished through -a contmuaJ adjustment of 
price, upward if demand improves or.supply_appears smaller 
than expected, downward if the reverse. occurs. The market for 
the various'gr;-fns,-and especlafiyWheat and rye, is world wide. 
Production areas are also widely distributed. Killough has 
shown that the price of wheat at Chicago is affected more from 
year to year by the production of wheat outside the United 
States than by the production within this country.1 

Merchandisers of our grain crops are confronted with prot>
lems extremely difficult of solution. The condition of growing 
crops both at home and abroad, involving factors of weather, 
plant and animal disease, demands constant consideration. Sup
plies consumed and exported must be accounted for. Supplies 
on hand in mill and elevator must be kept in merchantable con
dition and if possible disposed of at a profit and in this all must 
assume a measure of chance regarding the future course of 
prices. 

The risk of changing prices is greatly increased by an exten
sive usep(credit and thfsIact, in partIcular, has forced- mer---. --- --- ----~-€-----. ~, 

chants and traders to adopt means to meet the situatio\l. Those 
who are inclined to use their credit carefully and to be satisfied 
with a moderate volume of business can weather heavy losses 
from time to time if, in the long run, their business shows a 
profit; others prefer to use their credit to the limit and pro-

• Killough, H. B., What Makes the Price of Oats! U. S. Dept. of Agr. 
BulL No. 1351, 1925. 
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tect their market position through the use of offsetting trades 
in the futures market; while others, making a special study of 
world mar~et conditions and having a penchant for specula
tion, choose to assume the role of risk bearer. 

Development of the Marketing Process.-These diverse and 
uncertain factors inherent in the merchandising of each crop 
of grain, have occasioned various types of trade practice. In the 
early days, markets were local affairs. Sales were made with 
the goods on hand and paid for in cash or kind. But with im
provements in transportation and communication, methods of 
trade changed to meet new situations. --. 

Markets widened and the work of marketing became a series 
of operations. Ele~ors for reshipment were built at princi
pal connecting points; others were constructed at primary mar
kets for storage and reshipment; and gradually hundreds and 
thousands of smaller ones were extended along the railroads 
farther and farther into the country. We thus find, in present
day practice, marketing machinery and methods arranged to 
meet a wide variety of situations both physical and financial. 

Commercial Importance of Wheat.-Of the various grains, 
wheat is commercially the most important, the portion of each 
year's crop moving out of the county where grown being over 
70 per cent of the crop, with a market value twice that of 
its nearest rival, com. \Vhile com is the leading grain crop, 
both in size and value, not more than 20 per cent of the crop 
moves out of the county where grown and the bulk of this 
moves into commercial channels only a short way. This is also 
the situation with respect to oats and barley, the percentages of 
the two crops moving beyond the counties where grown being 
approximately 25 per cent and 35 per cent each, with a market 
value far below that of com. Rye ranks last among the five lead
ing grains measured in size and value though a rather large per
centage of the crop reaches our primary and export markets. 

Wheat i~Si.!tnport~~rop not only be
cause of its size but also because of the varied character of the 
trade in it. It is a staple food having a wide and general con-
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sumption. In its manufacture into Bour, a variety of types and 
grades are required. It enjoys a lively export trade and, being 
a product of many countries, grown under generally uncertain 
conditions, its price is subject to continual variation. We will, 
then, emphasize wheat because of its commercial importance; 
to the extent that the other grains enter into commercial chan
nels, it is fairly typical of each of them, particularly with ref
erence to the trade in futures. Only occasionally will it be nec
essary to mention some special feature regarding the trade in 
one grain not characteristic of the others. 

Movement of the Wheat Crop.--Our leading winter wheat 
states are Kansas, Nebraska, and Oklahoma and for spring 
wheat, North and South Dakota, Minnesota and Montana. The 
winter wheat crop is harvested mainly in July and the spring 
wheat crop in September. Both crops begin to move to market 
immediately following harvest. The first step is to near-by 
country elevators. Then supplies are moved on either to local 
mills or products companies or to primary markets. At the pri-

TABLB 6.-Mo!>"TBLY MUDTINGS OF WHEAT BY FADmJl.S, IN PERCENTAGES, 

AWUGB OF THB 100YEAll PERIOD, 1920-1929.* 

Month and per cent 

JW'~" Sept. Oct. Nov. Dec. J~tb. Mar. Apr. May June !Season 

16.9 18.7 16.3 U.S 7.4 5.8 4.6 4.4 3.5 2.9 3.4 4.6 100.0 

• U. S. Y_booi of Agrictdlut'tI, 1931, p. 592. 

mary markets, sales are made to mills or for export or stored 
for later disposal. The supply thus becomes scattered follow
ing harvest: a portion of the crop remains on the farms, a por
tion is in the hands of country mills and elevators, a portion is 
in the terminal elevators, a portion is in the form of Bour sup
ply and a portion in transit and afloat going into the export 
trade. 

The movement of the crop from the farm varies considera
bly from year to year depending upon the financial resources 
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of the fartIler and the level of prices. It is usual, however, for 
the major portion to be marketed in the fall. Averaging the past 
ten years, Table 6 shows the percentage of the wheat crop mar
keted each month by farmers as reported by the U. S. Depart
ment of Agriculture. 

At least 70 per cent of the crop has moved out of the hands 
of the farmer by December 1, 40 per cent having been con
sumed and the other 30 per cent being carried by mills and ele
vators or being in transit or afloat. There is, thus, a continual 
flow of grain from farm to market throughout the crop year 
varying somewhat from year to year and from month to month. 

Diagram of the Movement of the Wheat Crop.-A schematic 
presentation of the marketing process is shown in the accom
panying figure. Here are pictured the principal avenues of 
trade in the marketing of wheat. The main channel leads from 
the producer to the country elevator, thence to the leading ter
minal markets where the crop is shared between the miller, the 
food manufacturer, the commercial feed company and the ex
porter. An important supplementary artery leads from the 
country elevator to interior markets where a large fraction of 
each crop is utilized in milling and manufacture. In addition, 
country elevators usually have available local or near-by mills 
and food products companies which from time to time, bid 
for their supplies. 

No attempt has been made to represent in the diagram the 
many types of intermediate buyers which are to be found at 
each step of the merchandising process. For the most part these 
represent either brokers or commission men acting for a prin
cipal, or jobbers buying and selling for their own account and 
relying upon a large and quick turnover together with a detailed 
knowledge of markets to earn for them a livelihood. 

To the producer. the main source of disposal of his crop is 
through the country elevator. There are, to be sure, some al
ternatives. He can sell at times to a "scoop shoveler,"-a free 
lance who bids for the farmers' grain by the wagon load as it 
arrives at the country station and who, upon purchase, shovels 
the load into a car. As a source of competition to the local eIe-
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vator, however, he is of trifling importance.lI If favorably lo
cated, the farmer may at times sell to a near-by industry or mill 
or he may sell to a local feeder or dealer. Finally, if he has suf
ficient grain for a carload or more he may consign his supply 

CON 8 U MER 

FIG. I.-The principal channels of trade in the merchandising 
of the wheat crop. 

to a distant market. But taken together these are alternatives 
of minor importance in comparison with the country elevator. 

• Cf. Livingston, G. and Seeds, K. B., Marketing Grain at Country 
Points, U. S. Dept. Agr. Bull. No. 558, p. 2l. 

See also p. 13 of this bulletin for a somewhat different diagram of the 
marketing process to that shown in Figure 1. 
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, 2. MARKETING AT COUNTRY POINTS 

Methods of Sale by the Parmer.-In the disposal of his crop, 
the farmer may choose one of three courses: (1) he may con
tract with a buyer before the crop is harvested; (2) he may sell 
immediately following harvest; or (3) he may store his grain 
and sell later. 

The first of these methods is the least used of the three. Usu
ally it consists of simply an oral agreement by the farmer to 
sell his on-coming crop to a local elevator at a fixed figure per 
bushel, delivery to be made before a specified date. Contracts 
are not, as a rule, made before a crop is assured and usually 
terminate in the fall. The following is a written form of such 
an agreement: 

GRAIN CONTRACTs 
Contract No ..........• • ................. , 19 ••.. 

THIS IS TO CERTIFY that I have this day contracted and sold to 

...•....................•• bushels of ............•• at ......... . 

cents per bushel, to be clean, sound and dry and to grade No ........ . 

to be delivered into ........................ elevator or cribs at 

...................... on or before the ...... day of ........... , 

19. . . . .. If damaged or inferior grain is delivered and accepted on 

this contract, the market difference at which such grain is selling 

under the contracted grade on day of delivery shall be deducted from 

the contract price. 

I certify that this grain is in my possession and free of allliens and 
encumbrances. 

. ' ................................ " ................ .. 

This contract is reproduced, not because of its importance 
in the marketing of grain, but because of its marked similarity 
to the type of contract used in future trading. In form it is a 
future contract. But in its use it is employed lil"tlie--actual 
l:!~g~nan(rin~~i1arahIers radical1J:lrom 

-Reproduced from Report of the Federal Trade Commission on th, 
Grain Trade, VoL I, p. 321. 
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the commonly used future contract of organized exchanges. It 
is not extensively used by farmers and country elevators be
cause of disputes and misunderstandings arising frequently in 
the fulfillment of the contract. 

The second method which the farmer may use is sale im
mediately following harvest. This is most frequently employed 
due, in part, to the necessity of immediate cash and, in part, to 
the convenience of the fall of the year in hauling his grain to 
market. Upon receipt of a load of grain, the country elevator 
makes a bid based upon quotations which he has received from 
prospective buyers and prevailing prices at the central markets. 
In making his bid he must take into account the quality of the 
grain being offered: its test weight per bushel, its appearance of 
color, soundness and cleanliness, the presence of foreign ma
terial such as chaff, weed seeds, garlic, smut, and its general 
condition whether damp or heated. From these factors he es
timates the probable grade of the grain. If purchased it is 
merged with other grain of a similar grade to be sold in car
load lots to the best bidder. 

If the farmer desires, and his financial condition permits, he 
may choose to hold his grain and sell later. This he can do by 
keeping it at the farm or by leaving it with a country elevator. 
If prices move up, this policy will redound to his benefit, as
suming other conditions the same, but if downward. to his loss. 
If his grain is left with the country elevator in all likelihood it 
will not be stored there since the storage space is limited but 
will be sent on to a central market. There it will be sold and a fu
ture of equal amount purchased to protect the country elevator 
against the day when the farmer elects to "sell." This practice, 
being one phase of the broad subject of hedging, will be more 
fully discussed in a later chapter devoted to that subject. 

Price Information for Country Elevators.-Country eleva
tors are of three types: independent, line and cooperative. The 
first type includes those which are separately owned and oper
ated by a local grain dealer. The second is characterized by a 
series of country elevators owned and managed under central 
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authority, :Usually at a. terminal market. The third type con
sists of individual units, farmer controlled, and operated on a 
non-profit basis by the farmers patronizing the elevator. While 
these three types have somewhat different business policies, it 
will be sufficient here to treat them together in describing the 
usual methods of sale. 

Because of the size and wide-spread interest in the grain 
trade, there is available for every country elevator manager an 
almost continuous series of quotations. Whether he avails him
self of all of these quotations depends in part upon his alert
ness in following the market but mainly upon the degree of 
service demanded by his volume of business. He will, of course, 
have available the usual market news and quotations found in 
the daily newspapers and in the price currents sent out from 
central markets. But in addition he can subscribe to special 
services which supply prices in greater detail or at more fre
quent intervals. The most widely used of these are the Daily 
Price Card and the C.N.D.'s, the former being a postal mailed 
daily to patrons with some supplemental telegraphic service giv
ing current cash and future quotations, and the latter being 
the quotation service of the Commercial News Department of 
Western Union which supplies subscribers with the latest prices 
at frequent intervals throughout the day. 

These quotations keep the country elevator manager in
formed in a general wa}U'e.ga.t:~li.ng the state of tlie market and 
what~he decides to sell a car or more of grain. 
In addition he may receive direct bids for his supplies from 
many sources: local industries, terminal elevators, commission 
firms, track buyers, who offer to buy under a wide variety of 
conditions. It is from these current bids and prevailing market 
conditions that he formulates his sales policy. 

Types of Sale by Country Elevators.-Selling policies of 
country elevators may be conveniently grouped under five plans . 

. A particular elevator or line of elevators may follow anyone 
of these plans; in most cases, however, no one method will be 
consistantly used to the exclusion of the others. 
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(1) He may consignbis.grain '9 2 CQl!!!!!.issil?n firm at a cen-
tral market, there to be sold to the highest bidder. Most of the 
grain moving to terminal markets is sold by this method. Upon 
receipt of the car, the commission firm sees that it is properly 
graded and displays a sample of the car on the grain tables pro
vided for the purpose on the Boor of the exchange. If an ad
vance has been made on the car by a local bank, he h!lnors the 
draft drawn upon him. He directs the disposal of the car, after 
sale and acts for the consignor in any disputes which may 
arise, later sending the shipper an account sales. This sets forth 
the sales price and gross .value of the car, and deducts freight, 
weighing, inspection and other incidental charges, including a 
commission for his services usually of about 1 per cent. After 
deducting any advance payment, the balance due is remitted. 
Under this plan the country shipper is assured of a fairly broad 
market and of obtaining the prevailing price for his product. 
He runs some risk, however, of a market decline in price while 
his grain is enroute to the market. This suggests the second 
plan of sale. 

(2) He max hedge his consiqnments of grain. The tech
nique concerned in this involves questions of future trading 
and hedging which will be analyzed more fully in later chap
ters. In substance, the process consists of selling future con
tracts each day equal in amount to the day's purchases of actual 
grain and later, as the grain is sold by the commission merchant, 
to cancel by purchases of equal amounts of the futures. By 
thus setting up this counter structure, the country elevator is 
in a position to gain from its future contracts what it loses on 
its actual grain due to a decline in price during the period of ac
cumulation and shipment to market. It follows that it sacrifices 
by this plan any speculative gain which it might have obtained 
from a rise in the price of the grain during shipment. This it is 
willing to forego for the assurance that possible losses will be 
met by means of the hedge. Few country elevators make hedg
ing an invariable practice though many regularly employ this 
plan. The Federal Trade Commission's survey covering all sec-



68 FUTURE TRADING 

tions of the grain belt, found that approximately 40 per cent 
of the country elevators followed the custom of hedging their 
grain purchases while an additional 10 per cent hedged to some 
extent. 

(3) As alternatives to consignment, the country elevator 
manager may sell his grain direct to buyers or he may store 
and selllilter. Direct sales may be either "on track" or "to ar
rive." If an "on track" sale is made, the elevator agrees to load 
the car within the time specified and guarantees the quality of 
the grain. The price is thus F.O.B. country point agreed upon 
at the time of sale. Bids are frequent.lY made on this basis by 
local industries, by mills, feeders, track buyers and interior 
brokers who specify by what date the car must be ready and in
struct the manager to whom to bill the shipment if accepted. 
"On track" bids necessarily embody specific requirements and 
usually, therefore, not all of a country elevator's supply can 
be disposed of by this plan. Where it is possible to meet the bid
der's needs, however, very frequently an advantageous price 
can be obtained. It follows, too, that sales made on this basis 
limit the necessity of hedging by the country elevator since the 
risk of a price decline is passed on to the buyer. 

(4) Direct sales may also be made by means of "to arrive" 
. contracts. Bids in this form are commonly sent out by terminal 

market buyers either direct or through commission firms. Here 
the basis of quotation is on track at the terminal market, so that 
the country elevator in comparing these bids with "on track" 
bids must first subtract the freight charges to the terminal mar
ket. The "to arrive" contract differs from the "on track" in this 
additional respect that under the former, the country shipper 
usually runs the risk of accident to the grain in transit, while 
under the latter his responsibility ends with the loading of the 
grain. 

"To arrive" contracts are occasioned mainly by the necessity 
of meeting larger contracts made at the terminal markets, for 
shipment to seaboard, for export or for mill or industry. An 
exporter may be making up a cargo to move one month hence. 
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He may meet his needs through a "to arrive" bid to the coun
try. Occasioned by a wide range of circumstances, it follows 
that these bids also assume a variety of forms, particularly with 
reference to the element of time::. They may be for "this week 
only," "within 5 days," "by October 10." Frequently bids are 
made for "first half November" or, "30 days," or "during 
January," meaning in each case that the grain must be shipped 
by the end of the period specified. For certain seasons of the 
year buyers sometimes specify whether old crop or new crop 
grain is desired, and usually mention a particular type of billing 
needed. 

On the Chicago Board of Trade a regular market is main
tained in "to arrive" business. Definite rules of the Exchange 
specify the prompt posting of all bids. During trading hours 
bids are based upon prevailing future quotations and are sub
ject to "acceptance in 5 minutes or less after their receipt." At 
the close of trading bids sent out are subject to acceptance up 
to 9:30 A.M. the following day. What was said regarding the 
specific character of "on track" bids is true also of "to arrive" 
bids. Their requirements cannot always be met and at times 
suitable bids are not available. They serve, however, as an ex
cellent supplement to the broader sample market and, as in "on 
track" sales, they minimize for the country elevator the risk of 
carrying forward large supplies. 

(5) and (6) The last two of the various sales policies which 
a country elevator may follow do not need extended considera
tion here. The elevator may, within rather narrow limits, store 
supplies purchased, unhedged; or it may store and hedge a cer
tain volume of its purchases. If the first of these two plans is 
adopted it is with the hope that higher prices may later develop; 
if the second plan is used, it is for the purpose of earning a 
storage differential on the grain carried forward. The first plan 
has little to recommend it unless followed under careful and 
expert direction. Additional consideration will be given to the 
second plan in sections relating to hedging practice. Under 
either plan, the average-sized country elevator will not permit 
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of a great.deal of storing, having a capacity usually of not more 
than 30,000 bushels and requiring the use of several of its bins 
for current operation. 

3. TERMINAL MARKETING 

Terminal Markets.-The focal points of the grain trade are 
the terminal markets. Here the commercial portion of each 
grain crop converges, to be distributed to consuming channels. 
To the terminal markets, surplus supplies flow, to cause, 
through keen competition, continual adjustments in the general 
level of grain prices: Being the leading centers of trade, these 
price adjustments reflect not only current local conditions but, 
also, through an elaborate network of news service, probable 
future developments throughout the world. 

In common with most business terminology, the expression 
"terminal market" is loosely used. It is sometimes employed in 
the sense of points where reshipment is necessary. Sometimes 
the term is limited to those markets having ample storage fa
cilities. Or a distinction may be drawn between important pri
mary markets, where receipts come mainly from the country 
and seaboard points. Frequently the term refers only to the size 
of the market judged by receipts and shipments. It will be used 
in this last sense here, meaning simply the largest of our grain 
centers. On this basis, Chicago, Minneapolis, Kansas City, Du
luth, Buffalo and St. Louis, together with the seaboard points 
of New York, Baltimore, Philadelphia, New Orleans, Gal
veston, Portland and Seattle constitute our leading terminal 
markets while Indianapolis, Peoria, Omaha and Wichita are 
leaders among many important interior markets. 

The E.rchange.-The nucleus of the terminal market is the 
exc~~, while its most important physical asset is its system 
of elevator warehouses equipped to handle and store in-coming 
supplies of grain. Shipments consigned to commission firms at 
a terminal market are sold by sample on the floor of the ex
change. Upon arrival, the railroad company notifies the con
signee, and a sample of the grain is taken from the car, in-
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spected, and a grade placed thereon by an official either of the 
state in which the exchange is located or of the exchange itself 
all of whom are Federally licensed. A portion of this sample, 
with the grading information attached, is sent to the floor of 
the exchange and placed on the consignee's table. 

A sample of each consigned car thus finds its way to the 
grain tables of the exchange, there to be sold to the highest bid
der. In this trading, sellers are mainly country shippers repre
sented by commission firms while buyers include representa
tives of terminal elevators, mills and industries. Most of the 
buying of car-lot shipments, however, is for the account of 
terminal elevators. Having ample storage capacity and cleaning 
and conditioning facilities, they are in a position to buy larger 
quantities and over a much wider range of quality than indi
vidual industries or mills. 

Terminal Elevators.-Where the average country elevator 
has a maximum capacity of 25,000 bushels, it is not uncommon 
for a terminal elevator to have a capacity one hundred times 
this or 2,500,000 bushels. Chicago has 3 such elevators and in 
addition 17 having a capacity of 1,000,000 bushels or more and 
over 30 of smaller size. Similarly at Minneapolis, Duluth, Kan
sas City and other terminal centers, large storage capacities are 
available. Were it necessary to fill to the limit the entire ele
vator space at the 50 leading grain centers of the United States, 
they could store considerably in excess of 300,000,000 bushels. 
Such an amount of storage capacity places the terminal markets 
in a position to handle vast movements of grain. 

Terminal elevator companies act as wholesale distributors of 
grain. They buy in car lots from country points either direct 
through their "on track" and "to arrive" bids or indirectly 
through their purchases on the floor of the exchange. As pur
chases are made, they are hedged in the future markets. They 
sell to mills and industries or to shippers or direct for export in 
round lots of large size and of quality to fit the needs of the 
buyer, at the same time removing corresponding amounts of 
their hedge. 
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They are, however, more than distributors. At the time pur
chases are made, and particularly in the fall of the year, ter
minal elevators frequently are unable to find buyers for im
mediate shipment. Large quantities of grain thus accumulate in 
storage, either to be applied on deferred contracts or held until 
buyers can be obtained. The storage of grain is thus another of 
their regular functions. 

Elevators qualify under the various state laws of the state in 
which they are located as either public. or private. If public, 
their business is to receive and store grain usually in bulk, by 
grades, for a compensation, in which the various owners' grain 
is merged. By court decision, it is also expected that the op
erator will not store his own grain with that of others, though 
in practice this provision has been usually evaded. If operated 
as a private elevator, the grain is stored and handled for the 
operator's own account. The storage function may thus be 
either of private or public character, though for many years it 
has been largely for private account. 

The conditioning and mixing of grain is another important 
function of terminal elevators. This, too, may be for public ac
count for a fee or for private purpose. The conditioning of 
grain may include many operations. Oeaning may be required 
to remove foreign material or to separate undesirable quantities 
of other grains such as wild oats, flax or weed seed. Cooling or 
blowing or the transferring of grain from bin to bin is occa
sionally necessary to prevent heating and subsequent deteriora
tion. Moisture content being a grading factor, in addition to 
its effect on keeping qualities, it is frequently profitable to dry 
lots of grain. Clipping, bleaching, scouring, and washing are 
sometimes used to improve the grade. 

Grades of grain as prescribed by the Federal Department of 
Agriculture represent zones of quality for each class of grain. 
Several factors enter into the determination of the grade and 
it frequently happens that separate lots of grain qualify in cer
tain respects for one grade and in others for another. By ju
diciously mixing several lots of grain, the average grade for the 
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whole can be considerably raised and in consequence its market 
value increased. This is a common practice of terminal elevators 
and serves to add materially to their profits. 

Being conveniently located for shipment by rail, and fre
quently by vessel also, terminal elevators serve in the unload
ing, elevation, and loading of grain. Originally this was the 
main function of the terminal elevator. Much of the machinery 
installed for this purpose is automatic and the ease and rapidity 
with which a hundred cars of grain can be unloaded or later 
spouted into the hold of a vessel is remarkable. Here again the 
elevator may operate for its own account or, through the pay
ment of a fee, for others. 

Methods of sale at Terminal Markets.-We have traced the 
movement of grain from the country to the terminal markets 
and the methods of sale employed. A part is bought direct 
through "on track" and "to arrive" bids and a part is consigned 
and sold by sample on the exchange floor, the principal buyers 
being, in both cases, the operators of terminal elevators. To 
whom and by what methods are the terminal elevator stocks 
sold? What other groups share in the disposal of terminal mar
ket supplies? 

Terminal markets, being situated in leading cities, require a 
considerable fraction of their receipts for local consumption. 
Of far greater importance is the fact that several of the ter
minal markets are important milling and grain converting cen
ters. This is notably true for Minneapolis and Indianapolis 
where flour mills and com products mills respectively consume 
a large fraction of their receipts of these two grains. In con
trast, Chicago, Duluth and Eastern ports are mainly forward
ing centers. 

For supplies needed for local consumption for mills, manu
facturers of food products, and feed companies, the usual meth
od of sale is by grade and sample of supplies on hand. A por
tion of the current car-lot receipts are bought direct by local 
mills and industries. A considerable portion of their supplies 
are acquired in even lots from the terminal elevators. Here the 
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basis of purchase is either by sample of the actual grain offered 
or by type sample. Mills, in particular, are likely to insist upon 
buying by sample of actual supplies on hand rather than by 
grade alone as the latter has most likely been mixed by the ter
minal elevator and in this form fails to meet the miller's needs 
in preparing particular blends of flour. 

Supplies not needed for consumption at the terminal markets 
must be sold either at other consuming centers or for export. 
If at other consuming centers, the method of sale used by ter
minal elevators is by private solicitation either by phone or by 
correspondence or by a representative or through the use of an 
offer card. Some firms send out a daily offer card, quoting 
prices for specified grades of grain, time and terms of delivery. 
In these quotations, the position of the grain is all important. 
If the seller is located at Kansas City, for example, his quota
tions may be for grain "on track" or "in store," Kansas City, 
in which case the buyer would have to pay the freight and 
handling charges to the point needed. Or the offer might be 
made on a "d. f." basis to one or more points, in which case 
the seller proposes to meet all costs, insurance and freight 
charges to the point of destination. Naturally, in this case, the 
offer price will be correspondingly higher. Or, if for export, 
the basis of sale may be "f.o.b." a particular port, in which the 
seller meets the expenses of handling, insurance and shipping 
up to and including the placing of the grain on board ship. 
Grain sold to mills and industries located at distant points is 
usually offered by grade, though in some instances a type sam
ple may be sent to a prospective buyer to serve as a basis of 
present or subsequent sale. In either case, success in selling the 

. quality of grain needed depends largely upon a knowledge of 
the needs of the buyer gained through connections of long 
standing. 

Quality is less important for grain going into the export 
trade. Wheat constitutes over 60 per cent of the volume and 
approximately 75 per cent of the value of our grain exports, 
most of which is sent to Great Britain. In the manufacture of 
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flour, the English miller is not as particular as the American in 
selecting exact shades of quality, and as a result sales for ex
port are made almost entirely on the basis of grade alone and 
usually include grain previously mixed by terminal elevators. 

Operators of terminal elevators do not, as a rule, sell directly 
to foreign buyers but rather to export firms who in tum sell 
abroad. At some markets, and notably at Duluth, shippers, buy
ing from elevator operators at the primary point and selling to 
exporters at a seaboard point, further sub-divide the process. 
These shippers are known as "fobbers" because they sell f.o.b. 
the point of destination. 

Sales in the export trade usually originate between exporter 
and foreign buyer growing out of an acceptance of a bid or 
offer made by one of the parties. The basis of sale is usually by 
grade, d.f. the foreign port, for delivery either within some 
specified period of time or on named steamer on definite 
schedule and at a fixed figure with reference to the prevailing 
future price. The exporter hedges the sale at once and then can
vasses the market for supplies of a suitable grade, price and po
sition. He may buy of a "fobber" in which case he avoids the 
trouble and risk of bringing the grain to the seaboard; or he 
may buy from an interior elevator and assume this risk. At 
times he can buy from available supplies at the seaboard point. 
In any event his purchases are usually drawn from the elevator 
supplies at important terminal and interior markets. 

Terminal elevators thus sell the remainder of their supplies 
either to "fobbers" in store or exporters f.o.h. or c.i.f. and with 
each sale remove a corresponding amount of their hedge in the 
future market. The basis of their sale is by grade, usually for 
deferred shipment and at a price measured as a premium ~r dis
count of a prevailing future price. The quantity sold is usually 
a round lot such as 8,000 bushels or multiples of 8,000 bushels.' . 
An elaborate structure of trade customs and written provisions 
also supplements every transaction, both in the export and the 

• The lot of 8,000 bushels is basic in foreign shipments for wheat and 
represents 1,000 quarters of 480 pounds or 8 bushels each. 
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domestic trade, to meet minor points of possible misunder
standing. 

4. THE GRADING OF GRAIN 

As an essential of the marketing process, special considera
tion should be given to the part played by the grading of grain. 
Future trading to be successful requires the use of a highly 
standardized contract; and this implies that the quality of 
product contracted for each time shall be clearly defined and un
derstood. Without this quality, contracts will not be freely en
tered into and much of the continuity of the market lost. Grad
ing has, therefore, been a necessary part of the development of 
organized markets. 

Exchange Regulation of Grading.-The earliest grading of 
grain was done under the direction of the exchanges. We have 
seen that in the early fifties the handling of grain in bulk and 
the use of a weighed instead of a measured bushel became the 
practice. II This merging of grain into common lots destroyed its 
separate identity so that an owner of grain upon storing it had 
every reason to want a careful grading and weighing. By 1858 
the Chicago Board of Trade had worked out a system of grades 
for each of the various grains and placed its enforcement under 
a Chief Inspector. The following year in its special charter the 
Board of Trade was expressly granted the right to grade, weigh 
and otherwise supervise the grain handled through its member
ship. Other exchanges also set up inspection services and it be
came the common practice to buy or sell grain both domestic 
and for export subject to the inspection of some particular city 
or exchange. 

State Regulation of Grading.-In Illinois dissatisfaction 
soon arose over the handling of grain by the railroads and ele
vators, complaints coming mainly from the farmers, and in 
1871 the grading work was taken out of the hands of the ex
change and placed under the direction of the State. The Illinois 
State Grain Inspection Department has continued this work up 
to the present time. In 1885 the State of Minnesota assumed 

I Supra, p. 2S if. 
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this function also, and in later years several of the other im
portant grain states followed suit. At the present time, there
fore, the work of inspection and grading (and including in some 
cases the weighing) of grain is divided between the several 
states in the Central West and Far West having state laws cov
ering the matter and the principal exchanges particularly in the 
East where exchange control is permitted. e 

Federal Supervision of Grading.-In 1916, Congress passed 
the United States Grain Standards Act (39 U.S. Stat. L. p. 
482) authodzing the Secretary of Agriculture "to fix and es
tablish . . . standards of quality and condition for corn 
(maize), wheat, rye, oats, barley, flaxseed, and such other 
grains as in his judgment the uses of the· trade may warrant 
and permit," and to license competent persons "to inspect and 
grade grain and to certificate the grades thereof for shipment or 
delivery for shipment in interstate or foreign commerce ... :' 
As a result of this act Federal grades for grain have been es
tablished and, with certain minor exceptions, all grain passing 
into interstate commerce must be inspected and graded accord
ing to these standards. 

To assure an adequate quality of work, every inspector 
whether an employee of a State or of art exchange must be 
Federally licensed. General supervision at the principal points 
of inspection is also maintained and in addition the buyer or 
seller if not satisfied with the grade established may appeal to 
a Federal inspector for final determination. The effect of this 
Act has been to raise the general plane of inspection work and 
to standardize the grades and grade terminology between im
portant shipping points. The importance of this work and the 
place occupied by the subject of grading generally we will need 
to more fully evaluate later in connection with important aspects 
of price particularly with reference to difference systems, de-, 
liverable supplies and the subject of hedging. 

"The Report of the Federal Trade Commission on the Grain Trade, 
Vol. II, Ch. 6 is an excellent survey of this subject. See also Goldstein, 
B. F., Marketing: A Farmer's Problem, N.Y.: Macmillan, 1928. 
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S. SUMMARY 

A thoroughgoing knowledge of the nature of future trading 
cannot be had without at least a general understanding of the 
marketing aspects of the subject. In this chapter, a summary of 
the marketing process as a whole has been developed with spe
cial emphasis on the types of purchase and sale. This survey 
has carried us from the harvesting of the crop through the 
country and terminal marketing stages up to the point where 
the grain is converted into manufactured product. It is designed 
to serve as a frame-work upon which various phases of the 
grain trade especially related to future trading can be devel
oped. An understanding of the essential aspects of marketing 
and merchandising is especially necessary in order to differen
tiate clearly between future trading and the several forms of 
trade in the actual commodity itself. 



CHAPTER V 

COTTON MARKETING 

In its fundamental aspects, cotton marketing is similar to 
grain marketing. Cotton is a farm product, harvested in the 
fall, sold by the farmer to local buyers who in turn sell to 
larger merchants there to move into domestic or export hands 
for ultimate consumption in manufactured for.m.J.n its detail, 
howevet:L...cottoD marketing is somewhat different. It employs, 
too, an entirely different terminology and to adequately under
stand how future trading functions in this important field we 
will need to have some background in cotton marketing practice. 

1. THE PRODUCTION AND CONSUMPTION OF COTTON 

Sources of Production.-For over a hundred years the 
United States has been the leading source of the World's sup
ply of cotton. In 1791 the production of this country did not 
exceed one-half of one per cent of the world production; twenty 
years later it was still less than 15 per cent; but by 1831 it 
amounted to over 45 per cent and in 1834 exceeded SO per cent. 
Since that time, w!!!t th~~J!;~~J:i5>n of the Civil war period, 
UnJ!.ed States productioo-has-oontinued...bet.lYeen 50 and 65 per 

cent of the \VprJd crop, avera~ng in recent years over 14 mil
lion bales of cotton lint. India, producing annually between 4 
and 5 million bales, and Egypt, producing .l;tbout 132 million 
biles of fine quality cotton .. rank second and third in commer
cial importance. China produces a sizable quantity of cotton 
each year of which around 2 million bales enter into commer
cial channels. Russia since 1928 has produced in excess of a 
million bales and is becoming increasingly important as a com
mercial source of supply. 

The United States crop is produced in the South, Texas lead
ing with a crop exceeding 74 of the entire production of this 
country. If we combine Oklahoma with Texas, approximately 

79 
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5 million bales of each year's crop is accounted for, amounting 
to over ~ of the annual production. A second major section, in
cluding the, important Mississippi delta area, includes the states 
of Missouri, Tennessee, Mississippi, Arkansas and Louisiana. 
Together they account for approximately another third of each 
year's crop. The Atlantic Coast states of North and South 
Carolina and Georgia together with Alabama form a third re
gion producing over ~ of the yearly crop. In addition to these 
three regions the states of Virginia, Florida, New Mexico, Ari
zona and California produce some cotton. 

International Trade in Cotton.-The international trade in 
cotton has averaged during recent years around 13 million 
bales. The United States has been the principal exporter with 
an annual tO,tal aver~iing~over-8n~I~es followe<rby India 
with ex orts approxim . .. and E pt 1 ~ million. 
Over 3 million bales of these exports move to the UOlte ng
dom, another 3 million to Japan, 1 ~ million to France, 1 ~ 
million to Germany, 1 million to Italy and smaller amounts to 
other European countries.1 These figures indicate, of course, 
only the average international trade in cotton, exports and im
ports varying considerahly from year to year as production and 
demand change. 

Consumption of American Cotton.-Of the total American 
crop of lint coJ!Qn.l!Qm 50 to 70 per cent is exported and from 
30 to 50 per~nU.9.~~~~d ilJ._fl1~JI~ States. An average 
of the past five years show'sa domestic conSU"rriPtion of 44 per 
cent and into export 56 per cent. Subdividing this 56 per cent 
we find that 32 per cent moved to the continent of Europe, 12 
per cent to Great Britain and 12 per cent to other countries of 
which Japan is the most important.1I Because of the large fra~
tion of the American crop consumed at home, the United 
States is not only the leading producer and exporter of cotton 
but also the leading consumer. 

We need to examine further the fraction of each year's crop 

• For the data by years, see U. S. Yearbook of Agriculture, Annual. 
"Data by years in Cotton Year Book, N.Y. Cotton Exchange, 1930. 
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consumed within the United States. It amounts to between 6 
and 7 miUion bales. Fifty years ago the domestic portion moved 
in large part to mills located in New England and only a small 
fraction remained in the Southern States. Today the major por
tion is consumed by mills located in the south, principally in the 
South Atlantic area. This change is clearly shown in Table 7. 
Seventy-five per cent of the domestic consumption of cotton 
is in the South and 55 per cent of the active cotton spindles 

TABLE 1.-THE CoNSUIIPTION OP CoTTON AND THE ACTIVE COTTON SPINDLES 
IN THE UNITED STATES, BY SECTIONS POll THE YEAIlS 1870 AND 1928, 
SHOWDfG THE GIlOWTH OP THE COTTON INDUSTllY IN THE SoUTH.-

Cotton Consumed Active cotton spindles 

Bales Per cent Spindles Percent 
Section (000 omitted) (000,000 

omitted) 

1870t 1928t 1870 1928 1870 1928 1870 1928 

New England States SSt 1,438 69 2t 5.5 13.8 78 41 
Cotton Growing States 69 5,114 9 75 .3 18.3 4 55 
All otber States 177 282 22 4 1.3 1.5 18 4 

Total, U.s. 197 6,834 100 100 1.1 33.6 100 100 

• Data from CoUDn P,odudiofJ ISM Distribution, U.S. Dept. of Commerce 
Bull. 164, 1928. 

t Year ending July 31. 

are located there. Of the 5,114,000 bales consumed in the South 
in the crop year 1927-28, 4,653,000 bales or over 90 per cent 
were consumed in the South Atlantic states of Virginia, North 
Carolina, South Carolina and Georgia together with Alabama. 

2. THE CLASSIFICATION OF COTTON 

The matter of quality plays a very important part in the 
merchandising of cotton. Every bale is sampled at least once 
and usually more than once. No two bales are just alike. These 
shades of difference between bales are of primary concern to 
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the spinner., He wants cotton of a uniform or even-running 
quality and in contracting for his supplies he specifies precisely 
the type hi~ business needs. It is the duty of the cotton merchant 
to acquire, sort out and assemble even-running lots of cotton 
of particular qualities to meet the needs of the spinner. ~ 

.JJ problem of quality is thus two-fol : (1) to set up adequate 
" standards as gUl es to determine and to describe the various 

shades of difference between bales and lots of cotton and (2) 
to exercise adequate skill in classifying the cotton crop accord
ing to these standards. 

Cotton Siandards.-In its broadest sense, the standards for 
cotton include all of the guides or measures which have been 
developed either by custom or by regulation to aid in accurately 
describing, comparing, recording and trading in various lots of 
cotton. While a great deal of improvement has been made in 
recent years, the standards in common use are still not entirely 
uniform. The weight of a bale of cotton is ordinarily thought 
of as 500 pounds though its actual weight may vary considera
bly from this figure. For this reason cotton is bought by actual 
weight or if specified in bales it is usually understood in the 
United States that the contract will be fulfilled on the basis of 
50,000 pounds per 100 bales gross weight. 

The matter of allowance for tare, i.e., the bagging used to 
cover the bale and the steel bands used to bind it, is not entirely 
standardized though the usual deduction in domestic trade is 
21 or 22 pounds before the bales are compressed, 24 to 27 
pounds after compression and 30 pounds per 500 pound bale in 
the export trade. Standardized methods of shipping, handling 
and quoting cotton have to some extent been worked out mainly 
under the direction of the larger exchanges. 

It is in the classification of the varioY.§Jlllalities of cottolli!:
self that the..greatest need for standar,dization has beep felt 
a~it is here that standardization work has reached its most 
advanced stages. To accuratelx classifx and describe the essen
tial !l.ua1itL~l£2.tt;;;; in accord with present-dar 12ractice it"is 

~ nes.essary to dete:~~e !:s_~:owt~!.-..grad.:, staple length and 
'('1- \character. 

( 
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Growth.-Cotton was first grown in the United States along 
the South Atlantic coast. Two varieties were introduced which 
came to be known as "~a-island" and :'upland," so named be
cause the former was grown on the coastal islands near and 
south of Charleston and the latter upon the higher plateaus back 
from the coast. Sea-island cotton was of long staple and very 
fine quality and found a ready market. It could be successfully 
grown, however. only within the limited coastal area and for 
that reason did not develop into the leading American crop. In 
recent years the commercial demand for this cotton has been 
small and with the coming of the boll weevil, it has almost en
tirely disappeared as a part of the commercial crop of this 
country. 

Upland cotton developed in commercial importance in the 
South and it now constitutes, with the exception of a small 
amount of American-Egyptian cotton grown in Arizona, the 
~ire American crop. The American-Egyptian crop, like the 
earlier sea-island growth, is a long staple, quality variety. The 
1929 crop amounted to only 28,800 bales or approximately-h 
of one per cent of the entire United States production. 

Through the course of time upland cotton in a broad sense 
has come to mean anyone of a number of varieties and quali
ties depending mainly upon the character of the soil and grow
ing conditions. Thus "Texas" cotton is something different 
than "Orleans" and both have a much shorter staple and a 
somewhat different character from "Delta" cotton grown along 
the bottom-lands of the Mississippi and its tributaries. An ad
ditional regional distinction is "Upland" cotton applied in the 
narrower sense to cotton of the type grown in the Carolinas, 
Georgia and Alabama. Preferences are frequently shown, also, 
for the kind of cotton grown in a particular locality. 

Grade.-To further differentiate the qualities of cotton, an 
elaborate system of grading is employed. Grade takes into ac
~ (l) the color, (2) the for~ m~erial and (3,L the 
pr~ration of the cotton. Bales of bright, white cotton,£ree 
from leaf materials, seeds, dirt, dust, and properly ginned to 
avoid roughness and irregular stringiness will command a high 
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rating while dull, colored cotton poorly prepared and including 
a great deal of foreign materials will be graded low. 

Until recent years grading has been handled entirely by the 
trade and mainly through the supervision of the leading ex
changes. Inspection bureaus were set up in conjunction with the 
exchanges and cotton bought and sold subject to the inspection 
of some particular market. While the various markets used the 
same terms in classifying cotton, it was frequently the case that 
a particular term did not in fact represent the same quality be
tween markets. Thus Strict Middling might represent a better 
quality in Mobile than in Houston and these markets might be 
slightly different than the standards applied in Memphis. 

In an effort to render more uniform these various trade 
usages, the Federal Department of .AgI"teultare in 1909 pre
pared a set ~f standards which could be used by the exchanges 
irthey desired. Ger in 1914 with th"""epassage of the United 
States Cotton Futures Act a set of "Official Cotton Standards 
of the United States" was prepared and it was required that all 
cotton offered for delivery upon future contracts be classed ac
cording to these standards.s Itt)923 th~ited States Cotton 
~ L. p. 15-17) was passed which broad
ened the application of tlie official standards to all cotton pass
ing into interstate commerce. This same year the leading cot
ton exchanges of Europe agreed to adopt the official standards 
in all purchases of American cotton by grade and the United 
States grades then became known as the "Universal Standards 
for American Cotton.1t 

The effect of the work by the Federal Government has been 
to .gr.eatly . .stand.a.rgize and clari_!IJ:_~c:_qu..aJj,tie~_.2f cotton im
pg.rtant in grading. The Universal Standards are kept in Wash
ington and from these, duplicate sets are made which serve as 
the basis of classification at all important spot cotton centers. 
While the actual classifying is done by exchange or private or
ganizations (with the exception of cotton certificated for de
livery on future contracts which is done by Federal employees), 

• See Chapter XV for an analysis of the Cotton Futures Act. 
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it is everywhere classed according to the same standards to 
greatly aid in the purchase and sale of cotton by description. 

Table 8 has been drawn up to show (1) the various grades 
of upland cotton which have been prepared in practical form 
and (2) the relative importance of each grade. There are for 
white cotton, for example, 9 grades ranging from the highest, 
-Middling Fair,-to the lowest,-Good Ordinary. White cot
ton, it will be seen, includes a large part of the commercial crop 
amounting for the 1930 crop to 87.1 per cent of the entire pro-

TABLE S.-THE LIST OF GRADES CoNSTITUTING THE UNIVERSAL STANDARDS 

FOil AMElUCAN UPLAND CaTroN SHOWING THE ESTIMATED PIlOFORTIONS 

OF EACH GRADE CoMFOSING THE 1930 CaoP.* 

Ema Blue Spot- Yellow 
Light 

Yellow N ....... Grey WHITE yellow Total wbite stained ted tinged 
stained 

stained 

Middling Fair - - - .0 - - - - -
St. Good MiddIiJIs - - - .1 - .0 - - .1 
Good Middling .9 .0 .0 6.5 1.1 .1 .0 .0 8.6 
Strict Middling 1.6 .0 .0 32.0 ~.o .1 .0 .0 37.7 
MIDDLING .8 .0 .0 30.7 2.~ .1 .0 .0 34.0 
St. Low MiddIiJIs .2 - - 12.7 1.0 .1 - - 14.0 
Low Middling .0 - - ~.2 .2 .0 - - j.4 
St. Good Ordiu<y -t - - .8 - - - - .9 
Good 0rdiDary -t - - .1 - - - - .1 

Total 3.6 .Of .Of 87.1 8.7 ., .Of .Ot 99.8 

• Adapted from HIJ~j 1M Liulutd CllJssijU .. (19301 and Gt-tJi., SltJpla Lo!tglj, ,.,.., TMtkr 
a6iliJJI-J c_ .. Giutd ill de U .. iIed SItJIu, C,ol-J 19JfJ, (mimeol, publications of !he Bureau of Agr 
Economics, U. S. ~tment of Agriculture. 

t Less than '/ .. of one per cent. "No grade," amounting to '/l,of one per cent, not shown in !he 
lable. 

duction. To the right of the grades for white cotton are shown 
progressively deepening colors of a yellow hue, so marked be
cause- of the effect of frost or freezing. To the left of the 
grades for white cotton are shown in the shades of grey and 
blue stained indicative to the effects of rain and excessive 
weather exposure and to the extreme left are the grades for ex
tra white cotton. Grades have been prepared either in descrip
tive or physical form for all of the entries in Table 8 except 
those, marked off with a dashed line (-). Disregarding the 
matter of color it will be seen the grades of Strict Middling, 



86 FUTURE TRADING 

Middling and· Strict Low Middling are of major importance 
though from year to year some variation occurs. For similar 
figures for the 1928 crop, Table 21, page 295, will be found of 
interest. 

Golor plays a part in determining the grade of cotton not only 
in the major shades of difference as shown in Table 8 but also 
in very minor gradations within any given color name. Thus 
white cotton is classified from Middling Fair down to Good 
Ordinary partly on the basis of the degree of whiteness. Mid
dling Fair must be "slightly creamy, bright, 'bloomy' and free 
from any discoloration." The grades farther down the scale are 
less bright and toward the bottom grade they become dull in 
appearance. ~ 

Grade also .takes into account the foreign material present. 
In the picking of cotton, and especially following frost or freez
it;,g weat.her,-~r?..:~~leaf an~~!~~_~r~ likely to be present; 
and in its handling as well as through the eflect of wind and 
rain, cotton frequently contains som.e quantities of dirt and 
dust. These extrane<?1,1s elemen~una.teria.lhdQ_wer the spinning 
value of the cotton. They are taken into account in the grades 
6y requiring ili7highest grade to be practically free from for
eign material and allowing in each lower grade a progressively 
larger amount. 

_Grade is a produ.~..t of color, forei~ material and prepara
tiOit. This third element is accounted for largely by the way the 
seeacotton is put through the gin. If not properly fed into the 
gin or if the machinery is not properly adjusted or operated, 
the cotton will be stringy, possibly gin-cut and will lack the 
smoothness necessary for an even quality of yarn. The extent 
to which poor preparation appears in the cotton-its grade will 
be correspondingly lowered. 

It ~~poi.@ed out that th~e1em.eJlts of {D"ade are DOt.. 

sep~.!~ly_£.~~sidered by the clas~~~~joint!y. A par-
- -- .. ------...~ ... 

& Palmer, A. W., The Commercial Classification of American Cotton., 
U. S. Dept. of Agr. Dept. Circ. 278, 1924, is an excellent summary of the 
elements and purpose of c;otton classification. 
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ticuIar sample might in preparation and extraneous material 
merit a rating of Good Ordinary but if of excellent color it 
would probably be graded somewhat higher. It is the task of 
the dasser to take all of the elements into account, to examine 
the various portions of the sample, to compare the sample with 
the standards where necessary. and assign a grade. His work is 
that of an artist in which quick, accurate and consistent judg
ment is necessary. 

Stap/e.-Staple refers to the length of the fiber and is proba
b~yof great;: imJ>"?'~~~<:e. .~~.J~gd~ jnJktmniDUii~i"~a.!i;e 
values between variol1§Jyp~1.2L~E!!.2n. Determining the staple 
leitgth of a given sample of cotton consists of breaking and E.1!!I
ing a small portion, evening the ends each time and eliminating 
the uneven fibers to obtain a fairly representative length. This 
length is then estimated in inches and fractions of an inch. Fed
eral standards for staple length have been established as in 
grades as an aid to uniformity among dassers. 

The staple lengths for the 1930 crop of American upland cot
ton and American-Egyptian cotton is shown in Table 9. Similar 
figures for the 1928 crop are to be found in Table 21, page 
295. The data illustrate the principal staple lengths in the 
American crop as well as the pronounced difference in staple 
length between the upland and American-Egyptian growths. 
That portion of the crop having a staple oU}» inches or more 
is usually considered as long staple cotton or simply "staple" 
cotton. Of the upland crop it is grown mostly in the delta areas 
along the Mississippi River with a small amount in the Caro
linas and constitutes somewhat less than 5 per cent of the crop. 

eat bulk of the American crop falls between the sta Ie 
limits of hi and 1%2 inches. It IS IS range in particular that 
most mills in the United States are equipped to handle. Very 
little of the portion below 18 of an inch is used by American 
mills5 this portion either going into the commercial uses or into 
the export trade. 

• Cf. Quality of the Cotto" Sp"" itt th~ U"it~d Stat~s, (mimeo.) Bur. of 
Agr. EcoD., U. S. Dept. of Agr., Wash., 1929. 
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,Character.~aJ.aracter in cotton is a composite of elements 
highly important in .determining its commercial value and 
which must be accounted for in any accurate classification of 
its essential qualities. These elements are, however, difficult of 
exact measurement and for that reason no uniform standards 
have been set up. They include an estimate of .the tensile 

TABLE 9.-THE ESTIMATED QUANTITY AND DISTRIBUTION OF STAPLE LENGTHS 
FOR THE 1930 CROP OF AMERICAN UPLAND AND AMERICAN

EGYPTIAN COTTON.* 

Staple (in inches) Bales Percent 

Upland: 
II/Ie and under 1,834,100 13.4 
'/s and n/. 5,321,400 38.8 
15/16 and 81/. 3,421,300 24.9 

1 and 11/al 1,742,400 12.7 
11/ .. and P/ .. 966,900 7.0 
11/a and li/al 382,900 2.8 
11/11 and over 61,600 .4 

Total 13,730,600 100.0 

American-Egyptian : 
11/1 and 111/ .. 2,500 10.7 
18ft. and 119/ 81 16,200 69.S 
16/ s and lIS/II 4,600 19.8 

Total 23,300 100.0 

• Data from (datk, Staple Length and Tenderability of Cotton Ginned in the 

United States, Crop of 1930 (mimeo.) Bureau Agr. Econ., U. S. Dept. of Agri

culture. 

strength of the fiber and of its body judged by the density and 
firmness. They include. also, the delO"ee of regularity jn the 
l~ of staple and its appearance of silkiness and smooth
ness. To some extent these elements are reflected in a descrip
t~f grade and staple length but not entirely so. Frequently 
merchants or spinners are able to indicate the character of the 
cotton desired by specifying the region from which it is drawn. 
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Soil and climate play an important part in determining the c~r
a,E!er of cotton.i...and important differences between areas, some
times only a few miles apart, are well known and reflected in 
the price paid for each type. Because of these shades of differ
!!!..ce firms frectuently employ private type names to i!ljic~..k..! 
particular quality not entirely covered by the recognize~ stan,g-
aras:---~----_. 

3. LoCAL MARKETING 

It is a simple matter to buy or sell cotton in the South though 
it is not so easy to buy and sell at a profit. Cotton constitutes 
their stock in trade. ~Ym .YillagU).amlet. howeY~!_~~.~~k __ ~~_~ 
market in cotton during the crop~!i~ s~on. Usually these 
local markets last for only 3 or 4 months but during this time 
they are the center of interest for the farmer, local storekeeper, 
banker and buyer. It is not possible here to describe in detail 
all of the aspects of local marketing. Instead an attempt willbe 
made to outline the typical features and as far as possible to in
tegrate these various elements into a fairly representative pic
ture of the marketing process as a whole. 

Marketing by the Farmer.-As a rule the financial status of 
the cotton grower requires that he sell his crop as it is picked. 
He is likely to be indebted to a local merchant for supplies or 
to his bank and with the understanding that his obligations will 
be met at harvest time. Fully 75 per cent of each year's croe. 
Juts passed out of the farmers' hands by January t As the cot
ton is picked it is hauled to the local gin, generally in amounts 
sufficient to make a bale. For the ginning of his cotton and the 
baling of it the farmer pays the ginnery the usual Charge, prob
ably sells the seed there, and hauls his bale away. If he has not al
ready agreed to turn the cotton over to some party having an. 
interest in it, he will in all likelihood drive to a nearby street 
market and offer it for sale. A few days later he may have an
other bale or two ready. The average cotton farm in the South 
will produce from 5 to 10 bales each and this begins to move 
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on the market in quantity in August and September to con
tinue through December and into January.6 

Local Buyers.-5-imary or local markets range in size from 
a crossroad with a country store to a town of several thousand 
inhabitants. At the very small centers there are, of course, few 
buyers; but in a town of average size which the large majority 
of farmers can reach, there are likely to be a dozen or more 
local or so-called "street" buyers of cotton. 
Th~rd..Mouk.&eper from whom the farmer purchases his 

supplies is frequently a buyer of cotton. If it is a customer of 
his whose cotton is for sale and he desires to keep his trade, 
he can well afford to outbid his competitors for the profit to be 
derived in future sales of merchandise. If his customer is al
ready heavily in debt to him, it may be the part of wisdom to 
buy his cotton as a means of prompt payment. 

The local banker is sometimes a buyer of cotton. His business 
through the e~~sion of credit is naturally closely associated 
with the cotton trade and in addition, during the period of 3 or 
4 months during which the bulk of the crop is moving, there is 
offered an opportunity to profit by trading. Particularly in the 
western portion of the belt, ginners are quite frequently buyers 
of cotton, in some cases after it has been baled and in some 
cases as seed cotton. Sometimes they are associated with cotton
seed-oil mills who make it a policy to buy seed cotton to assure 
an adequate supply of seed. 

Of greater importance are the independent street buyers. 
These men are usually engaged locally in some other line of 1 business, but during the crop moving season they devote their 
entire time to buying and selling cotton. As a rule they do not 
have a large amount of capital and for this reason their pur
chases must be disposed of currently, frequently sales being 
made to larger merchants at the close of each day's business. 

Finally, mention should be made of the local representatives 
• Cox, A. B., Local Marketing in Texas, pub. jointly by Division of 

Cotton Marketing of the U. S. Dept. of Agr. and the Texas Agr. Exp. 
Station, 1927, is an excellent survey of local practice. See also by the same 
author Services in Cotton Marketing, U. S. Dept. of Agr., Bull. No. 1445, 
1926. 
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of the large firms of cotton merchants and known usually as 
road buyers. As a rule they do not buy direct from th~ lSl.mltt 
preferring to deal in larger lots offered by local supa mer
c,hants or street buy!!]. They are either in the permanen~
ploy of a merchant firm and paid a salary or are employed on a 
commission basis to represent the firm at ~~iculaL'p9i~.Lor 
district. 
~ Local Trading.-By custom most Southern towns and vil
lages have a street or location where cotion is offered for sale. 
IUs here th~ farmers bring their c<?tton if not .~1r~£lQy9is
~ed of. A buyer samples a bale, roughly estimates its grade, 
withffitle or no _~efere~~eJo its_.s!a~~4..mi!ke~:~·§~. The) 
farmer'iknoWfedge of tile elements of quality are still more 
limited than those of the average street buyer and the as- ' 
surance he has of obtaining a representative price is limited "J 
largely to the keenness of competition and the law of average. 
It is said that the purchases by local supply storekeepers aids 
considerably in assuring a fair average price since he can fre
quently afford to outbid his competitors. Local buyers usually 
go together in subscribing for 15 minute telegraphic service 
which gives the current future quotations. From these figures 
they must make "on" or "off" adjustments to account for 
grade, freight and handling charges and an estimate of profit. 
If a purchase is made, the farmer is given a ticket for the price, 
which together with his weight receipt, he can present at the 
bank for payment. 

During the day and at the close of the day, purchases made 
from farmers are resold among buyers and m~ especially to 
thelOcal representatives' of th~ larger ~rms: This trading is 
usually on the basis of what is known as "hog-round" lots in 
which a flat price per pound is agreed upon for the lot. Pur
chases are not made, however, without specific reference to the 
quality of each bale. A local supply merchant may, for example, 
offer an accumulation of 20 bales to a road buyer representing 
a firm of cotion merchants. The latter will go over the samples 
making an estimate relative to his basic price for each bale 
and from these obtain an average figure. This he will use 
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privately as the background for his bargaining with the seller. 
They may come to terms somewhat above or somewhat below 
this figure. If purchases are made at figures consistently below 
the limits supplied by his firm the buyer will naturally be con
sidered as a good representative or employee. 
( The buyers for the larger cotion merchants are far more 
skilled in classing cotton than the usual local buyers as much of 
the success of their work depends upon their judgment in 
acquiring supplies at satisfactory prices. As a rule a buyer 
is sent his "limits" at least once each day and occasionally 
.some changes may he made during the day. His prices consist 
of a schedule based upon the current future price with due al
lowance for the elements of distance and time and reflect ap
propriate variations for grade and staple. Naturally too they 
reflect the character of the cotion coming from that district. At 
a later point we will need to consider in some detail this price 
structure built upon the central futures market. As purchases 
are made by road buyers, they are forwarded to points of con
centration, the cotion being compressed either at this larger 
center or at a point en route under a through bill of lading. '1 

Sale Through Farmer Cooperative Associations.-If he~
sires, the farmer may consign his cotton to one of the large 
cooperatives instead of selling to a street buyer. Around 10 per 
cent of the crop is now handled through these organizations. He 
will as a rule consign his cotton to the point designated by the 
association, and with the bill of lading draw a draft on the as
sociation's bank which he can readily discount at his local bank. 
The amount of this initial advance by the association is usually 
limited to around 60 per cent of prevailiI!lUlTices. When his 
cotton arrives at the central point, it is classed by the Associa
tion and placed in a pool with others having a similar quality to 
sell. As the cotion is sold, each receives as nearly as can be de
terminedhis pro rata share of the net proceeds. 'f 

~ Cf. Gatlin, G. O. Cooperative Marketing of Cotton, u. S. Dept. of 
Agr. Bull. No. 132, 1926; also Carson, W. J., Financing the Production and 
Distribution of Cotton, Federal Reserve Board, Wash., 1923. 
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Sales Through a Factor.-Mention should also be made of 
the place of the factor in marketing cotton. He is a commission 
merchant, and frequently advances credit as well, to the country 
shipper. He is located usually at a principal market such as 
New Orleans, Memphis, or Savannah and organized to handle 
cotton consigned to him to be sold. The factor receives the cot
ton, stores it, classifies the samples and displays them in his 
rooms to prospective buyers. For these services the seller is 
charged a commission in addition to the expenses of shipping, 
storage, interest, insurance, etc. The consignor may order the 
factor to sell at once or he may have him hold the cotton for 
a particular price or for a market advance. 

The advantages of this plan to the seller include the advice 
and service of an expert representative together with the privi
lege of selling upon a larger market. Much more in the past but 
to some extent today, the factor also serves in the capacity of 
advancing credit to his clients during the growing season. 
Against these advantages, of course, are to be matched the 
added costs of this method of sale. While formerly a promi
nent form of marketing, since the W orId War this plan has 
declined considerably. It is still employed, however, particularly 
by the larger planters in the delta area and by many of the local 
supply merchants.8 

4. THE CENTRAL MARKETS 

The central markets serve as wholesale centers in the han- \ 
dling of the cotton crop. They are points of accumulation from 
the local markets and points of distribution to the mills and 
into th(} export trade. 

,.it [he.. '£Qrfi~ of C~ton.-One of the principal functions of 
Fe larger spot markets is to serve as centers for the sorting of 
cotton into even-running lots. As we have seen, cotton varies . 
widely in quality as it comes from the farm. On the other hand 
the mill, if it is to prepare a yarn of uniform strength and 

• Federal Trade Commission, Cotton Merchandising Practices, Wash., 
1925. 
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fineness or if it is producing trade-marked goods, must have 
cotton of uniform quality. 

To supply this need is the task of the cotton merchant. As 
cotiOn is bought atlo~~f-~~~ters -it- is-~hipped to the larger 
points of concentration. There the firm owning the cotton will 
have it classed by grade and staple length and to some extent 
by character, bringing similar qualities together to make up 
even-running lots. These are usually in units of 100 bales or 
multiples of 100 bales and prepared to meet sales which have 
already been made or are anticipated. 

Naturally there is in this process a considerable amount of 
cotton for which even-running lots of 100 bales are difficult to 
make up,-the "left overs" which require a wider search to 
find a buyer and which must often be carried for considerable 
periods of time. This is another function of the cotton mer
chant whether independent or cooperative. The movement of 
the cotton crop on to the market is largely in the fall. If a 
merchant is to acquire the amounts and particular qualities 
which he needs he must buy when the cotton is moving and he 
must buy in quantities sufficiently large so that when sorted 
they will meet his requirements. 

Warehousing.-Cotton carried forward for any length of 
time and particularly at points of concentration requires ade
quate warehousing facilities. This is a matter over which most 
of the states of the cotton belt have exercised some control on 
the ground of general public interest. The hazards of fire and 
theft and fraud in addition to weather damage are highly im
portant. 

More recently a Federal statute,-the United States Ware
house Act (39 U. S. Stat.-r:::-pp~446, 486) passed in 1916,
has served to further raise the standards of warehousing. It is 
a permissive act in that warehousemen are not compelled to ob
tain a Federal license. If they do seek a license to operate under 
Federal supervision, they must measure up to standards re
quired in the act and these include adequate financial respon
sibility covered by a bond, the proper handling of cotton while 
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in store, the keeping of adequate records, close supervision over 
the character and issuance of warehouse receipts. The result of 
this act has been to raise the general level of public warehous
ing to the advantage of the business itself and to those having 
an interest in the goods stored therein. Bankers in particular 
have come to know the added value of a Federal receipt and 
have in many instances shown a disposition to loan more freely 
upon this type of collateral. 

The United States Warehouse Act applies to grain in the 
same way as to cotton in its effect upon the financing and the 
marketing of the commodity. It is of particular _yaill~_~UbQ~e 
points where delivery upon future contracts may be made, be=--
ing an added measure of certainty to the conditions surround
ing delivery. In one particular, however, grain differs from 
cotton. Unless provision is made for separate binning, it is 
graded and joined with other grain of like grade so that the 
owner does not have returned to him the precise lot he delivered 
to the warehouse. In the case of cotton each bale is tagged and 
this identical bale returned. 

The Work of the Cott!)11 M erchant.-As cotton moves on to 
the market, it is the task of the cotton merchant to buy it, sort 
it, store it and to seek out suitable contracts for its sale. Some 
cotton is bought direct by mills located in the South from farm
ers and near-by local markets but the quantity is comparatively 
small. A considerable fraction is also handled through the l~e 
~ooper~tives. In this work, they iunctiotI . .!!I~!ily a~~I!l~!cha!!!~ 
tb9ugh the range of thei~~~~.:~~_w!>.rk e~~~~_ ~n 
!!!.e usual merchant's operations: 

In its-study on The Cotton Trade covering the crop years 
1919-20, 1920-21 and 1921-22, the Federal Trade Commission 
made a count of the cotton merchant firms engaged in handling 
the United States crop at that time" Its tabulation included 
around 300 concerns. Most of these, however, were compara
tively small. A group of 24 firms reporting annual sales of 

• Report of the Federal Tratle Commission on the Cotton Trade, Sen. 
Doc. No. 100, 68th Cong., 1st Sess., 1924, Part I, p. 79. 
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100,000 bales or more transacted between 40 and 60 per cent 
of the business and of this group of 24, two or three were 
decidedly the leaders. 

Depending upon their size, these firms have either offices or 
representatives at the important spot and future markets and 
at the principal consuming centers. If the price and terms are 
right, they are ready to do business at any time. They are in 
fact dealers in price and terms. Their purchases and sales are 
invariably made in relation to prevailing prices upon the fu
ture markets and as a rule their commitments are hedged by 
counter transactions in futures. Their purchasing is done in the 
South and for the most part at the crop moving time. Their 
sales are made at all seasons of the year depending largely upon 
the demand from mills. After placing their business upon what 
appears to be a profitable basis, it then becomes their duty to 
make up orders in even-running lots of the amounts and quality 
sold, to hold it until called for if desired, and to deliver it to 
the required destination. 

Terms of Sale.-The price aspects in the marketing of cot
ton, and more particularly those which relate to the dealer or 
merchant, are taken up in the chapters comprising Part II of 
this volume. We need to outline here, however, certain of the 
terms and methods of sale common to most of the transactions 
in cotton. Three methods of sale deserve mention. 

(1) Sale b actual sample conSIsts of offeTUig a given lot of 
cotton the samples oT whidi are separately shown to the buyer. 
Assuming that each sample is representative of the bale from 
which it was drawn, the buyer by this method is able to ex
amine the precise quality offered. Against this advantage are 
the disadvantages of the trouble involved and the comparative
ly narrow circle of prospects which the seller can reach. 

(2) Sale by type involves the preparation by the merchant 
of samples Of cotton representative of the type of cotton he has 
for sale or proposes to sell. Thus the representative of a mer
chant might call upon a mill treasurer and offer to sell, subject 
to sharply defined conditions of price, location and time, cotton 
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of the type displayed. Or the matter might be handled by cor
respondence in which the type is forwarded to the mill. Some
times the initiative is taken by the spinner in which prices are 
sought for cotton of a given type sample. Frequently these 
types are kept for permanent reference both by mills and by 
merchants. They are marked by some characteristic name and 
at any future date bids or offers can be exchanged with a clear 
understanding of the precise quality involved. 

(3) Sale by description has corne to be the most widely used 
method:-AS1ts name Implies it consists of offers or inquiries 
or transactions in which the quality and terms are accurately 
described. Thus an offer might specify Strict Middling Texas 
cotton, 1 %6''', October shipment, f.o.b. Galveston at some desig
nated figure relative to the current future. If accepted the seller 
would be expected to deliver the amount of cotton specified of 
even-running Strict Middling white, 1 %6 inch staple, free of 
charges at Galveston some time during October. 

The precise meaning and interpretation of many of the 
terms specified in contracts are prescribed by the rules of the 
market in which they are executed or subject to some set of 
association rules. Thus in the illustration just given, the precise 
handling charges included in f.o.h. shipment vary somewhat 
between markets. In the export trade particularly "c.i.f." or 
"d.f. 6 per cent" contracts are common in which the seller 
meets all costs, insurance and freight to the point of destination, 
and in the second case gross weights less 6 per cent for tare 
are agreed upon. Here again the precise meaning of costs and 
of 6 per cent tare and how determined are subject to detailed 
procedure.10 In the event of dispute, established rules and pro
cedure for arbitration prescribe the mode of adjustment. 

5. SUMMARY 

The United States is the principal producer, exporter and 
consumer of cotton. As a rule from 50 to 60 per cent of each 

.. Cf. Cox, A. B., Marketing American Cotton in England, U. S. Dept. 
of Agr. Teeh. Bull. No. 69, Wash., 1928, p. 44 ff. 
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year's crop is exported. Of the portion consumed at home over 
70 per cent is taken by mills located in the South. Definite 
standards have been set up either by the trade or through 
governmental enactment, to serve as guides in the purchase and 
sale and merchandising of each year's crop. These include 
Federal standards for grade and staple length as well as trade 
classifications to indicate the growth and character of the cot
ton. 

As it moves from the farm, cotton is given only an ap
proximate classification. Purchases and sales are made at local 
or primary markets in· small and irregular lots and are then 
shipped on to larger points of concentration or to central mar
kets. Here each bale is expertly classed and sorted with other 
bales of like quality into even-running lots. This is the work 
of the cotton merchant. 

Sales made to mills are in even-running lots and of qualities 
to meet a very exacting demand. They may be made by an 
examination of actual samples, by type or by description. Other 
and sharply defined terms prescribe the time of delivery, the 
place of delivery, what items of expense are included in the 
contract price and how arbitration shall be handled in the event 
of dispute{!:pe cotton merchant thus serves in the accumulation 
of cotton, sorting it into even-running lots by specific quality, 
shipping to the place required and in amounts as require..9 



CHAPTER VI 

THE FUTURE CONTRACT AND ITS USE 

Transactions on our organized commodity market!!.· al"~_Qf 
two types: (1) those involving the delivery of the ~ctuaJ com
mo'dity, referred to_~~ually _as cash or -spot t~des, and (2) 
transaCtions}n- futures. Because cash transacti;ns frequently 
require delivery at a future date and because futures are oc
casionally used to deliver or receive 'a specific quantity of the 
actual commodity, the two are often confused. It will be the 
purpose of this chapter to analyze in some detail the principal 
characteristics of the future contract both from a legal as well 
as an economic point of view, a,p.d to emphasize how, tn form 
and parpose, it differs essentially from contracts used in the 
physical handling of commodities. 

1. THE FUTURE CONTRACT 

Form of C ontract.-N one of the leading grain exchanges 
prescribes the written form which shall be implied in each oral 
trade in futures. They do, however, carefully define its several 
elements in their rules and by-laws and these provisions become 
an implied part of each transaction. The following form for 
wheat, prescribed by one of the minor grain future exchanges, 
includes all of the essential elements. The portions in brackets 
[ ] have been added to illustrate a typical contract. 

Crain Future Contract 

[Place] [Feb. 15] 19 •... 
In consideration of one dollar in hand paid, the receipt of which is 

hereby acknowledged [A. B.] have this day sold to [C. D.] or bought 
of •••.••.•.....••••..• , [5,000] bushels of contract wheat, at [1451 
cents per bushel of 60 Ibs., deliverable at seller's option during (July], 
19 •••• : 

This contract is made in view of and in all respects subject to by
laws and rules established by the •...•.••.•.••.•••••... Exchange, 
in force at this date. 

99 
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In order to'conform to the provisions of the U. S. Cotton 
Futures Act, the form of contract prescribed by the N ew York 
Cotton Exchange and the New Orleans Cotton Exchange is 
somewhat more elaborate. The By-laws and Rules of the New 
York Cotton Exchange prescribe the following form: 

Cotton Future Contract 

New York, [Feb. 15] 19 .••.•• 

[A. B.] of the County and State of New York have this day (sold 
or bought) and agreed to Receive from [CO D.], of the same place 
[50,000] pounds in about [100] square bales of Cotton, growth of the 
United States, at the price of [17.66] cents per pound for Middling, 
with additions or deductions for other grades in accordance with the 
provisions of the United States Cotton Futures Act, Section 6, and 
allowance for staple premium, deliverable from licensed warehouse in 
the ports of New York, Norfolk, Charleston, Mobile, Savannah, Gal
veston, Houston or New Orleans, between the first and last delivery 
days of [July] inclusive, the delivery within such time to be at seller's 
option in one warehouse, upon notice to buyer, as provided by the 
By-laws and Rules of the New York Cotton Exchange. The cotton 
dealt with herein or delivered hereunder shall be of, or within, the 
grades for which standards are established by the Secretary of Agri
culture, except cotton prohibited from being delivered on a contract 
by the fifth subdivision of Section 5 of the United States Cotton 
Futures Act, and shall be no other grade or grades, and shall be sub
ject to New York Cotton Exchange Inspection. 

Every party may call foU margin, as the variations of the market 
or like deliveries may warrant, which margin shall be kept good. 

This contract is made in view of, and in all respects subject to, the 
regulations made pursuant to said United States Cotton Futures Act 
and to the By-laws and Rules of the New York Cotton Exchange not 
in conflict with said Act or said regulations. 

Subject to United States Cotton Futures Act, Section five. 

Since the contract used is the basis of future trading, we will 
need to analyze in detail its various provisions. Those which 
relate to the grades deliverable on the contract, together with 
the bearing which the United States Cotton Futures Act has 
upon this phase of the subject, are reserved for separate treat
ment in Chapter XV. Difference Systems and their Effect on 
Future Prices. At other points it will benecessary to touch upon 
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other special phases. Here we will need to review the points 
which definitely characterize the contract. 

4nalysis of the Future Contract.-Whether the future con
tract be for grain or cotton, or coffee or rubber, or anyone of 
the other commodities currently traded in, it includes the same 
essential provisions, adapted of course in each case to meet the 
needs of the particular commodity. Using grain and cotton as 
examples, these provisions may be grouped under the follow
ing headings: 

(1) Size of contract. With reference to size, the wheat fu
ture contract provides a unit of 5,000 bushels, each bushel to 
weigh 60 pounds while the cotion future contract specifies a 
unit of "50,000 pounds in about 100 square bales." Why these 
unit.s ha'p~qJQ bejUSUhis.size..j~j!1'parthistorical but mainly 
a ~atter o( yadinLSQ..IJm!.iJ!.m:e. T~y ~nitLf~~~1.lti~_ 
fi.K!!~es, _::I:I~ay~ the __ sam~ si~e~all\tmwtiple~ oiw.h~<:~~n b~ 
easily figured. This is in marked contrast to the trading units 
used m the actual handling of grain or cotton where the in
definite carload, cargo or varying weights in bales are currently 
bought and sold. 

In addition to the standard unit, the leading grain exchanges 
also provide a 1,000 bushel "job" lot for the convenience of the 
smaller trader; and a 50 bale contract is provided by two of the 
cotton exchanges for the same reason. 

(2) Many grades deliverable. The cotion future contract 
given in the previous section provides that the buyer shall pay 
the seller a stipulated price per pound "for Middling, with 
additions or deductions for other grades, ... "; while the grain 
future contract simply states that the buyer shall pay the seller 
a stipulated price per bushel for "contract" wheat, the word 
"contract" meaning not a particular grade, but anyone of 
several grades. Thus, in both contrac§....proy!~to!lJ_s ~a~~ for 
the pos~i~e_ c!el~yery of a wi~~_r_~!lge oL~~es~_ !~_~ p~!"P~~~_of 
this is to less~~c: .. J)O~~~~!!~tr.9L lI.1! ... lI.rtifi~ill.l .. _{Q! .. ~j-gr~) 
s~rcitjr-of supplies deliverable on maturing future co~t_r~,:ts. 
Such a scarcity invariably mtroduces an element of fear into 
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the market, generating a "squeeze" or possibly a corner with 
a large element of price uncertainty. 

(3) Price' based .on a "basis" grade. Different grades have 
different market values and account must be taken of this fact 
in making anyone of several grades deliverable on a future. 
This is accQ...mplished by setting up a system of price differ
ences measured from one central grade known as the basis 
g;ads. For cotton this grade is Middiing while for grain the 
grade of No.2 is most frequently used. The subject of differ
~e systems is a l,!:!,g:~ one and, i~ the cotton trade, an espe
cially complex one. Since it is more fully considered in a later 
chapter, we needOnly observe here the written and implied 
provisions of the future contract relating to it. In each trade, 
the grade bargaine<iJ<?!, i!Jl:le contract price is to be paid, is 
the basis ii:ade.~the seller choo--esTristead to dehver a better 
greg~.Jh~ the cE1!~r<lct~~c~p!!ls_~_p.!.emium must be pal ; 1 

a poorer one, then the c~lltr.?-_c!'p!i~~~sa::dIsco,!l!lt. As a rule, 
the grade selected for the basis grade is on,e which is likely to 
include a considerable fraction of each year's crop. 

( 4) Deliverable from licensed warehouses. To ~idln making 
it uniform and dependable, the contract provideS:either in writ
lng-or by -rinpliCitlon -through the rules of the Exchange, that 
in the event of fulfillment by delivery the commodity must be 
stored in a warehouse approved by the Exchange. 

(5) Graded and weighed by licensed inspectors. Similarly, 
the contract requires that the grade and weight of grain or 
cotton or other commodity shall be determined by a licensed 
inspector if it is to be used for delivery on a future contract. 
For some commodities, this work is done under the direction 
of the Federal and State governments; for others, the exchange 
provides the facilities. In either case a greater measure of de
pendableness is imparted to the contract. 

(6) Deliverable during a future n~onth. T~cotton future 
contrac~rQY..icl~ __ tll~!._ct.eHv:ery_rnay:_ ~a~~_ pla~~ "betwe~ 
first and last delivery days of [July]." A period of one month 

is _t~~_~!10t!~~~!?_t~~~~l~~E_ !~_~~~c!1 to-~~!ii~~the commodity 
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if fulfi[ment ~§ not alr~..ady_been accomplish~ by_<>,~~~,!ith 
other future f()ntracts. This optional period of one month has 
been the established practice since the beginning of future trad
ing and is dictated mainly b.ygmyenience and..J!rI1!~ity. For 
cotton, trading centers largely in the delivery months of Octo
ber, December, January, March, May and July. For grai!l the 
favorite months are May, July, September and December. Con
tracts specifyin~ delivery in these various months are e;rt;~d· 
into as f!!r as 11 m0I!Q1~ in ~dv~ For example, "AU might 
sell to "B". on June 10, a May future maturing during the 
month of May the following year (if not previously offset by 
a counter-balancing transaction). 

(7) . SellffS option. Future contracts give to the seller two 
important options: (1) to ch~~~ the day during the delivery 
montTi upon~ which the commodity will be tendered; and (2) 
to select th~~c:l..c or L:I"ades. among those permitted, to be de
livered.- These two options give to the seller considerable lati
tude in the fulfillment of his agreements. Like the provision 
permitting the delivery of anyone of several grades, they are 
d!sigged.!o le~~~p.J.buos?jbility_.oi~ '~qU.ee.~e." ..QL£2!!l~r~y 
giving the sellereve!1..EPP9.rtl!!iliy..!o~i:i . .mgagcmmts. 
necause-oxtJiisdiiti'acteristic, the various future months are 
frequently referred to as options such as the July option or the 
December option. This is, however, a rather loose use of the 
term since the future contract itself is not a true option. 

r: (8) MarginS. Throughout the history of future trading 
both parties to contracts have had the right to require the 
placing of adequate margins. The cotton future contract pro
vides: fEvery party may call for a margin as the variations 
of the market or like deliveries may warrant, which margin 
shall be kept good.:) Future contracts may remain 0 ~n for 
months; also, each broker a r er IS obligated to trade with 
th~party accepting his terms and ·these facts require that 
both buyers and sellers should have the right to protect them
selves against the other's failure. Margins are nothing _more 
~. dep"o~it~ptaced as collateral securiiy.t(;.-reinforce ·the 
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separate promises o(_!J:1~_S.~gtr.?J,~!i!!g_p~tl!.e!5,_ Through the use 
of margIns, continually kept good, another and important ele
ment of dependableness is added.to the contract. 

(9) Contract SUbject to the lwwand to the rules of the ex
change. We will examine in a later chapter the regulation of 
future trading by Federal and State law. It is sufficient to ob
serve here that each contract entered into is subject to the 
law and to the rules and by-laws of the exchange. These con
ditions are numerous and, especially in the operations of trad
ing, play an important part. With reference to the fundamental 
chara~ter of the contract, however, they are only incidental and 
supplementary to the main points already reviewed. 

The Future Contract Highly Standardized.-The. various 
elements of the future contract taken together make of it a 
highly standardized agreement. Its size is uniform being in 
roundIOts ormi;.Ttiples thereof. The price reflectsa particular 
grade,definedanattetermined eithe~ by _~~change' Q[..gDvern
m~~~~y: 1"Id~ivix is n;~de~ it must take ?lace in 
every case durmg a penod of one month, the commodity to be 
from an authorized warehouse. Trading is centralIied in par
ticular future months and the options of namingThe day of 
the month and the grade are a1ways given to the seller. Other 
rules and by-laws of the exchange prescribing the place and 
hours of trading, the unit of price quotations, the methods of 
bidding and offering further concentrate and systematize the 
trading. 

Traders and brokers in futures thus have a market on which 
they can buy or sell with a minimum of misunderstanding. 
The inquiries and bickerings preliminary to every-day trade are 
here eliminated by rigid rules so that attention is concentrated 
entirely on the price. This fact will become increasingly appar
ent as we review the machinery and methods of trading and 
of clearing contracts. 

2. CASH VS. FUTURE CONTRACTS 

Spot, «To Arrive", and Future Contracts.-Prior to the 
middle of the last century, the buying and selling of cotton and 
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grain in this country was maintained largely on a basis of 
immediate delivery. Trades made on this basis are known as 
spot contracts. They imply that the seller has the goods on hand 
ready for delivery, and they constitute the ordinary form of 
trade everywhere. 

But around 1850 in the grain trade and a little later in the 
c:£tton tr (especially after the c ion 0 --tlaniic 
cable in i 1866 , the practice of buying and selling on a "to 
arrive' asis arne into common use. A wide variety of these 
"to arrive" or forward delivery1 contracts was developed to 
continue in general use in the handling of cotton and grain. 
Finally, as merchandising and marketing methods improved, 
there developed a highly standardized form of deferred de
livery contract, which under the stimulus of widespr;ad specu
latiQ![in money, in tand~aiidTn-tI1e proouce of land during the 
quarter century, 1850-1875, proved to be' an excellent instru
ment for speculation and hedging. This2tighly stan~~~zed \ v 

form of contract came to be known as a (Juture." 
TimecontraUs: "10 arrive" or forward delivery contracts 

and future contracts thus have one point in common. They 
both in~olvnq)e-rioooltiiiie1ietween-tlie-date· of -contracting 
and the da~1E!1ment. A.greements havingJhls ~I!~!~ct~!
istic of postponed fulfillment ~ay be "'!p~~riat~1Y.sa1Jt:.'!.!ime 
contracts. This time element may be only a short while as in 
a sale to be delivered "within 3 days" or it may be a forward 
sale made in August for delivery the following November; or 
it may be a sale in futures deliverable over a period of time 
extending from 1 day to approximately 1 year. 

Cash C ontracts.-The use of the terms "spot" and "cash" 
contracts as employed by the trade is not altogether consistent. 
With reference to cotion the term "spot" is frequently em
ployed in a broad sense, meaning all types of trade involving 

I As used by the trade, these two terms are not exactly synonymous. 
They are fundamentally alike, however, both involving a period of time 
between the date of contracting and the date of fulfillment. Frequently 
a trade of this kind is referred to as a deferred delivery eontract. For eon
venience, we have chosen the term "to arrive" for use in describing this 
type of transaction. 
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the actual delivery of cotton whether at once or at a later time 
in contrast to a "future" on which actual delivery is not 
usually made. In the grain trade, the term "cash trade" is 
employed for this broad concept and the term "spot," when 
used, refers to the narrower meaning of a sale completed at 
once. For the sake of uniformity, we will use the terms in this 

-latter sense. Cash contracts or cash trading is thus of two 
types: (1) spottrades and (2) "to arrive" or forward delivery 
trades. 

A Diagram.-The way in which cash and future contracts 
are related can be more clearly defined by means of a diagram. 

I. CASH CONTRACT 

II. FUTURE CoNTRACT 

1. Spot Contract: Used for 
immediate delivery of 
the actual commodity. 

2. "To A"ifle" Contract: 
Used for deferred deliv
ery of the actual com
modity. 

3. FutUf'e Contract: Used 
for speculative or hedg
ing purposes. 

SPOT CONTRACT 

TIME CONTRACT 

FIGURE 2.-Relation of Cash to Future Contract. 

Classified according to their use, spot and "to arrive" contracts 
are grouped together in contrast to future contracts. Based 
upon immediate or postponed fulfillment, "to arrive" and 
future contracts are contrasted to spot contracts. 

Deliveries on Future Contracts.-A consideration of the 
volume of future contracts fulfilled by actual delivery will serve 
to . further emphasize the difference in use. between cash and 
future contracts. Cash contracts, whether spot or deferred, are 
fulfilled by an actual delivery of the quantity of goods specified. 
This is the essential purpose of the contract: to obtain definite 
supplies of the commodity. But in future contracts only a small 
fr.e£!!on of the total volume set up inat;:lres""~ a later d~~§y 
actual dehvery. The reason JOI- this is two-fold. In the first 
Place most huyers and sellers are intereited oni; in chanE,~tdn 

. --" .-. ~.- . -' ""'"'-. 
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the price~f futures and do not wish to undertake the handling 
an~ch~!lQj~i.!!g, of the co!!!rnodity traded They, therefore, 
avoid this necessity by selling out (or buying in ) their commit
ments Defore deIiV~rytrme-:It follows that contracts may thus 
be passed around. through many. hands and frequently be later 
closed out entirely by being bought back by the parties origi
nally selling. 

TABLB 10.-THE AMOUNT OF GIlAIK USED TO FULFILL FUTURE CoNTRACTS ON 
THE CBICAGO BOARD OF TRADE FOR THE THREE FUTURES 1924 

SEPTEMBER, 1924 DECEMBER, AND 1925 MAY, COMBINED.· 

Fulfilled by the 
delivery of Grain used in 

Graio Total volume warehouse receipts actual delivery 
of 

future trades Amount Per cent Amount Percent of 
of total total 
trades trades 

(1,00011#.) (1,ooOou.) (%) (I,Oooou.) (%) 
Wheat 12,435,082 27,769 0.22 10,075 0.08 
Com 5,420,624 10,932 0.20 4,825 0.09 
Oats 2,265,114 15,334 0.68 6,833 0.30 
Rye 926,024 19,519 2.11 13,404 1.45 

All four grains 21,046,844 73,555 0.35 35,137 0.17 

• Compiled from data in Repor' oj ,he Grain Fu#ures Administralion, U. S 
Dept. of Agr., 1925. 

Futures are seldom f1,!lfiJleJl.-by,-deli~ndly, because 
th.~<J.1!ality ttl illra=§\Tai cQ....tIIDlQdirr to §~~.!Y~i!~~E
ably not meet the needs of the buyer. The future contract 
permits the delivery of a Wide range of grades and does not 
allow the buyer to specify particular qualities which his busi
ness demands. To those, therefore, who are in a position to 
merchandise the commodity, the future contracri.lSl.l~~S . 
not meet their needs," .......- ... 

Table lDaoovE has been prepared to -show the extent to 
which delivery of the physical commodity occurs in future 
trading in grain. 
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A complete' 'Picture of grain deliveries, were the information 
available, would covet a longer period of time than is included 
in Table 10 and would also include other future markets. The 
data presented, however, are representative of the Chicago 
market and, since 85 per cent or more of the transactions in 
grain futures in the United States is made there, it includes 
a representative sample of the total trading. 

In Table 10, deliveries are shown in two forms: viz., as 
warehouse receipts and as the net amount of grain actually 
used. The latter figure represents the true extent to which grain 
is merchandised through the futures channel, since warehouse 
receipts received are frequently passed on to fulfill other future 
contracts. The net amount of grain actually used thus amounts 
to less than one per cent of the total volume of trading, and 
for the particular period included in Table 10 it amounted to 
only one-sixth of one per cent . 
..rot cotton the only available information relating to de

liveries is for a period of three years covered in a study by the 
Federal Trade Commission. A summary of its figures is shown 
in Table 11. 

TABLE 11.-COTTON FUTURE CONTRACTS FULFILLED BY TIm DELIVERY OF 

WAREHOUSB REcBIPTS ON Two LBADING COTTON EXCHANGES, FOR 

THE THREE CROP YEARS 1919-20, 1920-21, AND 1921-22, 
CoMBINED.· 

Fulfilled by Per cent 

Exchange 
Total volume delivery of deliveries 

of warehouse to total 
future trades receipts trades 

(bales) (bales) (%) 
New York Cotton Exchange 219,453,600 896,700 0041 
New Orleans Cotton Exchange 124,359,900 249,600 0.20 

Combined 343,813,500 1,146,300 0.33 

• Compiled from data in a report of the Federal Trade Commission entitled 
The Cotton Trade. Sen. Doc. No. 100; 69th Cong.lst Sess., 1924. Part I. 
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While the net amount of cotton actually used in deliveries for 
this period is not given, the volume of deliveries by warehouse 
receipts is sufficient to show tUelatiye unimportance of fu
tU!~_ ~r~~as a medium for th~ merchandising ...Q.Lc~. 
Pr~babl'y Jess_thatLQl1~cent of all trades is fulfilled bYde
livery, and for the three year period covere~ 11 the 
percentage was only one-third of one per cent. 

Figures are not available for other commodities but the same 
practice prevails of using futures as a medium of speCUlation 
0t as __ ~ean~~~~~~g ratlJ«-th.a.!u!~~.!!~~! ~1!!:()Egh 
which the actual goods are m3:rketed. or merc;l}andi:>!!d, and it 
is probabje tlia11lie perceritaie~r actual d~liveries would be 
found to be small. 

How Cash and Future Contracts Differ.-As we have just 
seen, the main difference between a cash and future contract is 
in its use, the former bemg a merchandising contract ;hile the 
latter-iS a spe_~1l1~rI!~()r~!tea@![.c6tilract:lItereafe;· iti -addi
tion, other minor characteristics which usually differentiate 
these two forms of trading. They are differences which have 
already been considered in describing the characteristics of the 
contracts and it will only be necessary now to make a summary 
contrast of them. This is done in the accompanying table. 

TABLE 12.-CAsH AND FUTUllB CONTRACTS CONTRASTED. 

Future Contract 

1. Used to spec..!!late on or hedge 
against price changes of the com
modity. 

2. Executed in the pit. 

3. Trades in round lots (5,000 bush
els, 100 bales). ---. 

4. A future month used for delivery. 

S. Seller's option of day of delivery. 

6. Seller's option ~de of com
modity to be delivered. 

Cash Contract 

1. Used to market or merchandise the 
commodity. 

2. Executed at exchange tables or pri
vately. 

3. Trades in irregular amounts (car 
lots, cargoes, anyniiiiit>er of bales). 

4. Varying lengths of time used for 
delivery. 

5. Mayor may not have an optional 
period of delivery. 

6. Usually calls for specific grade 01' 

type of commodity for fulfillment. 
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While these . characteristics do not earmark every cash or fu
ture trade, taken together they serve to clearly differentiate 
these two fields.· 

3. LEGAL NATURE OF THE FUTURE CoNTRACT 

A Future an Executory Contract.-The law distinguishes be
tween a ,<:o!l!r~~~.~_~e.IL~1!c;t~.ntr~S:.LQL,tql~'bieformer is 
simply an agreement to sell in which case title does not pass 
until the various conditions to the contract are fulfilled. Such 
agreements are known as executory contracts. In contrast, in a -contract of sale,-an executed contract,-the general property 
rights pass to the buyer at once and "nothing remains for the 
vendor to do but to deliver the thing sold, and the vendee, as a 
result of the contract owns the thing outright."8 , 

F.ro. m. this legal point of view, a future contract is an exe.~v 
tory ,contract At the time of contracting, in most cases, the 
seller-does not own the goods described in the contract He can
not, therefore, give title to these goods since he does not, 
yet, possess them. In addition to acquiring the commodity, its 
grade and warehouse location must be determined, together 
with certain minor details, before it is in a position to be de
livered. When these conditions have been met by the one con
tracting to sell, the agreement then changes to an executed 
contract Most contracts differ from futures on this o· t, 
being usu execute ontracts. This is true of all spot con
tracts. "On track" country point contracts and "to arrive" con-

s Trades most difficult of classification are those in which a grain or 
cotton merchant buys a future with the intention of taking delivery and 
merchandising the goods thus obtained, or sells a future equivalent to his 
holdings with the intention of actually delivering his holdings on his future. 
Where this intention is carried out, the trade is of the forward delivery 
type. If, however, he changes his mind before delivery and decides to 
acquire or sell his supplies in the cash market, then at that point his future 
commitment changes from a forward delivery trade to a future proper in 
the form of a hedge. Trades of this kind are not common, however, as is 
shown by the small percentage of deliveries on future contracts. 

• Bisbee, L H. and Simonds, ]. C., LCJUI of the Produce Exchange, p. 
255. . 
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tracts where the buyer assumes the risks of shipment are also 
as a rule executed contracts, while some of the longer deferred
shipment agreements are executory in form. 

A Future is a Right to a Commodity.-Future contrac~ 
should thus be thought of as rights to the commodity rathe 
than ~e commodity itself and in dealmg ill fururfS'". one ts(1~ 
ing not in the iCmat commodity but in cl.!!ims_C!n_orco",tract 
for the commodity. It should not be thought for an instant 
that futures are any less real or binding on this account. Every 
seller of a Tuture has the right, and can legally enforce that 
right, to make his. sale mature by the actual delivery of the 
commodity contracted for; and every buyer has ~he equal 
privilege of requiring that it be so fulfilled. It is simply an aid 
to clear thinking to thus separate future contracts and cash 
contracts. Having in mind this fundamental distinction, the 
answer becomes clear to the oft-repeated question, "Is not the 
grain crop or cotton crop sold twenty times over each year?" 
The answer is, no. Contracts or rights to cotton or grains are 
traded in to an amount this large, but the crop itself is bought 
or sold perhaps on an average not more than four or five times 
involving the various steps in marketing. 

A fairly good analogy is to be found in the relationship 
which our commercial credit structure bears to bank reserves 
of gold and legal tender. If we assume that commercial credits 
are in the form of maturing notes due three to six months 
hence, with reference to their payment in money, they bear a 
similar relation to that of future contracts and their fulfill
ment in goods. Both are rights to or claims on property. Both 
may and do pass freely from hand to hand in liquidation of 
other maturing business obligations. In both cases these claims 
are largely offset by other and similar claims so that the 
quantity of money or commodity actually needed in ultimate 
settlement is small. Finally it should be observed that the major 
directing forces in the determination of the price of money 
(i.e., the interest rate) are focused in the credit structure and 
this too is the situation with respect to the factors determining 
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the price of fommodities. They are centered m the future 
market. 

Legality of the Future C ontract.-The legality of the future 
contract is well established. In its use, two points, in particular, 
distinguish this'''fo;~~f contract from ordinary forms, viz., 
its us~Jr.t~~<:>!Lselling, and its possible use as a gam...!iliP-g in
strument. On both of these points, the courts have repeatedly 
and consistently endorsed the future contract when properly 
employed. 

. While time contracts are common today in many lines of 
business, this was not -tne case a century ago and at the time 
when they first came into use they were considered particularly 
nefarious. This was not due to the fact of the time factor of 
itself but rather due to the fact that this time element per
mitted them to be used in short selling. There has apparently 
never been any objection to the sale of goods at present in one's 
possession for delivery at a future date, nor of contracting to 
sell goods for deferred delivery where the seller has at the time 
a reasonable claim on the goods. The question of doubt has been 
raised only in those instances in which the seller neither pos
sessed nor had a claim on the property at the time the contract 
of sale was entered into. 

This point was first tested in the English courts in the case 
of Lorymer v. Smith (1 B. & c. 1) in which Lord Tenterden 
observes: "If a man should bargain to deliver com not then in 
his possession, and rely upon making a future purcnasem ti!11e --..--to fulfill hIS contract, such a mode of dealing ought not to be 
encouraged" and in a later opinion (Bryan v. Lewis, Ry. & Mo. 
386) the same judge adds that "if a man sells goods to be 
delivered on a future day and neither has the goods at the time, 
nor has entered into any prior contract to buy them, nor has 
any reasonable expectation of receiving them by assignment, but 
means to go into the market and buy the goods which he has 
contracted to deliver, he cannot maintain an action on such 
contract." This view was later completely overruled, however, 
in the famous case of Hibblewhite v. McMorine (5 M. & W. 
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462) in 1838; and subsequent decisions both in the courts. of 
England and the United States have added weight to this latter 
opinion.· Short selling is thus well established under common 
law. 

What could not be accomplished through the courts, in curb
ing short selling has been repeatedly attempted by statute law. 
The English law known as Sir John Barnard's Act (7 Geo. 
II, c. 8) passed in 1734 was the first important attempt in this 
direction. Section 8, bearing on short selling read as follows: 

And whereas it is a frequent and mischievous practice for persons 
to sell and dispose of stock and other securities of which they are not 
possessed; be it enacted by the authority aforesaid, that all contracts 
and agreements whatsoever, which shall, from and after the first day 
of June, 1734, be made or entered into for the buying, selling, assign
ing, or transferring of any public or joint stocks or stock, or other 
public securities whatsoever, or of any part, share or-interest therein, 
wherein the person or persons contracting or agreeing, or on whose 
behalf the contract or agreement shall be made, to sell, assign, and 
transfer the same, shall not, at the time of making such contract or 
agreement be actually possessed of, entitled unto, in his, her, or their 
own right, or in his, her, or their own name or names, or in the name 
or names of a trustee to their use, shall be null and void to all intents 
and purposes whatsoever. 

How effective this act was at the time it was passed it is 
difficult to say; but the issuance of shares was gradually ex
tended to banks and insurance companies and with the advent 
of the railroad they came into wide use. Public opinion regard
ing short sales gradually changed and in 1860 the act was re
pealed to be replaced in 1893 by a statute specifically authoriz
ing short sales. In 1812, New York State passed a law pro
hibiting short sales in stocks, reenacted the law in 1830 in 
modified form, and in 1858 repealed it. This, too, was replaced 
later, in 1897, by an act definitely authorizing short sales. Al
most every state in the Union has at some time passed laws re:
garding one or more phases of future trading, many of them 
relating to short sales. They have. not, however, attempted to 

·Cf. Dewey, T. Henry, A Treatise on Contracts /01' Future Delivery 
and Commercial Wagers, Baker Voorhis & Co., N.Y., 1886, pp. 9S If. 
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restrict the use of the short sale unless employed as a means of 
gambling. II 

Intention to deliver.-The second point and the one most 
frequently ra}sed with reference to the legality of the future 
contract is its use in connection with gambling. On this point, -also, the courts of England and of the United States have built 
up a body of consistent opinion, testing each case upon the 
principal of intent to deliver. Where there is a bona fide in
tention to deliver the goods specified, 'the contract i;avalid 
one; but where it can be shown that the parties to the contract 
have no intention of receiving or delivering. the goods, the 
agreemenL~~!~duced to a mere settling of price diff,erences 
and this the courts have consistentlY9Pposed as being gambling 
of a s9Ji-.canti:aniQ:;.uhliL.'Y.'~!fare. In addition to court opin
ion on this point, many of the states have seen fit to enact laws 
definitely stating that contracts' for the purchase or sale of 
stocks or commodities for future delivery are void, being gam
bling in character unless there is a genuine intention to deliver 
on the part of the seller and to receive on the part of the buyer 
the actual stocks or commodities specified. 

This distinction between the legal and the illegal use of 
future contracts has been developed and applied mainly for the 
purpose of preventing the operation of bucket shops. We will 
outline in a later chapter the essential features of this form of 
trade. We need only note here that the matter~~ntion is 
entirdy.h.~lsingin..these ~.QntractSrtrade&-being-settkd through 
the payment or re~eiptof pric~ difference~ .wi!b..»9~Qnnecting 
link whatever with the market for the actual commodity._They 
are, therefore, illegal both by' statiife-'andi)y~~t~{~n law. 

The difficulty, of' cOUrse-;'witll this'pnncipleOT1ntention to 

• Dewey, T. Henry, Legislation against Speculation and Gambling in the 
Forms of Trade gives the laws of the various states as of 1905 and, to
gether with A Treatise on Contracts for Future Delivery and Commercial 
Wagers by the same author, comprises an excellent survey of the develop
ment of future legislation in this country. See Chapter XVIII below,
Governmental Regulation of Exchanges for a survey of legislation in force 
at the present time. 
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deliver is in its application. Intentions are hard to p~ove and 
the burden of proof rests with the accuser. -It is not sufficient 
to show that no actual commodity p~ a result of a future 
contract. Were this adequate proof of non-intention, almost all 
futu~ contracts would be null and void for as we have already 
seen only a very few arefiiIfilTedDy acfilllraeuvery. Here the 
cQYrtsliave'come 10 the aid"ufJhe-fulriie exchanges and hcilil 
that "off-setting" and other clearing methods constitute de
livery in sYmbolic form, being thus merel! a convenient "i;l 
inexpensive wa of accom ishin what would otherwise be a 
ve!y urdensome and JJselesur~1I In numer~Us"(;p"ici~ns: 
also, the courts have held that it is sufficient to make a contract 
valid to merely contemplate delivery, suggesting that as long 
as deliverx is one,.a!ternative in fulfilling a future contract that 
thlsTs~ .. 

Such a broad concept assures full legal status for all future 
contracts executed and fulfilled .in accordance with the rules 
of regularly organized exchanges. So long as the exchange 
makes ample provision for sellers and buyers to make or take 
delivery if they so choose, or in other words so long as each 
contracting party has the right to fulfill his contract by actual 
delivery, the presumption is that actual delivery is intended or 
contemplated. Where this right is removed as in bucketing 
trades or by private agreement, it may be inferred that delivery 
is neither intended nor contemplated and that the parties to 
such agreements are merely betting on price differences. 

Use of the Future Contract Essential.-T~ those familiar 
with the practical details of future trading, the legal qualifica
tion of intent to deliver must appear somewhat superficial. A 
speculator weighs to the best of his ability the various factors 
in the market situation. 1£ he buys a particular future, it is 
with the knowledge .that if the price rises, he will be able to 

-The leading opinion on this point is that delivered by Justice Holmes 
of the United States Supreme Court in an appeal of the case of Christie 
Grain and Stock Co., et aI., '0. Board of Trade of the City of Chicago, 
delivered in 1905. (798 U.S. 236). 
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sell at a profit. He knows very well, also, that if the price falls 
he must sell his future and limit his loss. These are matters 
about which he contemplates and, if he acts, they measure his 
intentions. For that large body of speculators who have no con
tact whatever with the cash business, their interest is limited to 
probableyrice ~~. and ~tQfs_.lik!!ly_. tQ" ~ajise, them. 
While they are thoroughly aware that if their. contracts are 
left open until the delivery month they will have the right (or 
obligation) to receive or deliver the actual commodity, they 
certainly do not contemplate nor intend doing this. Nor does 
it seem likely that they plan to fulfill their contracts by the 
symbolic method of offsets since their knowledge of clearing 
methods is not much greater than that of merchandising the 
actual goods. 

It would appear that a far better criterion upon which to 
judge whether a given set of acts constitutes gambling or not 
would be that of economic usefu1!!ess. Does future trading 
serve a useful purpose in the light of attending costs? Are 
certain types of trading economically of value and others eco
nomically harmful? This is an objective standard and though 
it may be tedious and difficult to arrive at- sound conclusions 
from a study of available information, it is by no means an 
impossible task. In contrast, to test a given set of acts by the 
subjective standard of intention to deliver or receive requires 
at once a measure of insight into human nature impossible to 
obtain. 

As a matter of fact a close study of many of the leading 
cases involving this subject will reveal that the courts have 
frequently looked beyond this principle of intention for some
thing more substantial to guide them. In contrasting gambling 
with lawful forms.of1radeJtisJ::epeatedlypointed out that a 
gamble ()!: .wageLinyolves"_pure1y_ro.an~lti~h...one party 

,.-- gaini-~hat another l()s~s __ v,.5~.~ n~~~rui~~._b_~nt:§t_.to both 
parties-or to·society "ai large; while in the ordinary forms of 
trade bOunmfie~ st<iri<fIo gam-as an-o-ulCom-e-of the bargain 
which in turn benefits society. This is an emphasis upon the 

------.-~. 
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economic usefulness of ordinary..1rade.incontrast to its absence 
in a gamble or wager. Making sure in each case that both 
buyers. and sellers of futures have the right of delivery, in 
order to prove a particular trade or trading gambling in char
acter, it should be necessary to establish one essential point: 
that the trade or trading did. not serve any useful purpose. 
Using this standard, ceI1airf types of futures, such as hedges, 
we could at once place in the list oJ..£c~~9r:nls.allir_.!!saiiItrades, 
while otherssiiCIlas those not adequately financed or occa
sional "Byers" made during periods of unusual price move
ments, would fall at the other extreme as purely gambling." 

4. SUMMARy-DEFINITION 

In this chapter, we have inquired into the nature of the fu
ture contract. The form of the contract and its essential fea
tures have been analyzed and contrasted with cash contracts. 
Special emphasis has been placed upon the use to which future 
contracts are employed both from a legal and an economic point 
of view in order to determine their real character. We have 
found that the future contract is a hig!I!y st,!~<!~~dized agree
ment; the size, gradesaeilVerahte,"-;arehou~ing and iitsPeCt:ion, 

~-" ---"". 
delivery period, and-oilier importantpoinfSimplied-frorrithe 
rules of the exchange are~l~~ref~Hy_al1(Lrigidly qualified in 
order to render the contract quasi-negotiable and thus to per
mit complete freedom in trading. 

While the future differs from the cash contract in minor de
tails such as the place executed, size, and certain optional 
features, the main difference is to be found in its use. The 
future contract is used t() speculate_an...or..hedge-.agains~ price 
changes of the commodiry traded in while the cash contract is 
used fo ma"ffet or mercliandisethe- co:mmodiry. 

From a legal point of view, a future is an executory cO!l!ract 
and, whether used tqj>urchase or to selrShort a particular 
commodity, is legaCunder common and statute law where there 

Y Cf. Parker, Carl, "Governmental Regulation of Speculation,» Annals 
of the Amer. Acad. 0/ Pol. and Social Science, Sept., 1911, p. 151. 
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is a genuine int.en#Qn.-.to-Eeceive or deliver the commodity. 
Where thilfiiitention is la_cking, thecontractbecomes.a-gamble 
or w~~m pri~~nges. The test of use/.:!:!JYss, however, 
would appear to be a better criterion to detet'l:nine whether a 
particular trade or type of trading constitutes gambling or not. 

We may now define a future contract as an agre~m~nt...to 
buy or sell,in accordanc~._with..-law -and the--rules6Ian ex
change,adefiilife quant:ity of a. commodity at an agreedJ.rice 
at a f~!ureda~e. being entered in.!Q.19.t:..the-purpOsu;r.S~.cu
latini on or hedging-against price changes, and being usually 
closed out later by another offsetting future trade. 



CHAPTER VII 

THE MARKET STRUCTURE: TRADING 
FACILITIES 

To know the nature of future trading, we must have a rather 
thorough understanding of the structure through which it 
operates. Requiring as it does the execution of trades amount
ing to millions of dollars at an instant's notice, no action may 
be omitted which will in any measure retard complete and 
accurate operation. As a result we find in our modern organ
ized exchanges a physical equipment and a body of brokers 
and traders without a parallel for rapid and accurate transac
tion of business. Just what this trading structure is and how it 
is coordinated to form a highly centralized market will be out
lined in this chapter. We will need to know something about 
the material facilities such as the trading floor, offices, and 
private wire systems; we will need to include a survey of 
market reports and news since they, too, form an important 
part of trading equipment. Finally, a broad classification and 
description of the types of brokers and traders is essential to 
this survey of market facilities. 

1. PHYSICAL EQUIPMENT 

The Number and Location of Future Exchanges.-Future 
markets are maintained on exchan~n~ espe!:ially Jor 
that purpose. These exchanges are located usually in OUr la![er 
cities-wnere communicatio~d transEQ.I:tation.facilities are 
ad'equate and where funds for the financing of trades can be 
easily secured. Generally, too, the cities in which exchanges 
flourish are those through which a substantial p0!1=!.9Il.o{ the 
actual commodity passes each year.1 Thus our-l;ading future 

• This is not absolutely necessary, however, as delivery may be made at 
a distant point. 
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exchanges' in . grain are located at Chicago, Minneapolis, 
Kansas City and Duluth, and our leading cotton and cotton
seed oil exchanges at New York and New Orleans. Flax 
futures are traded in in Minneapolis and Duluth, and provisions 
and butter and egg futures in Chicago. Coffee, sugar, rubber, 
cocoa, silk, hides and tin, complete the list of other leading 
future commodities, all of which have but one exchange and 
that, in each case, is located in New York City. It should be 
observed that the entire list of future exchanges in the United 
States numbers only 26 (in 1931)if we include all those upon 
which the smallest amount of future trading is done. This is in . 
marked contrast to our cash exchanges which abound by the 
hundreds in grain and cotton and are found in large numbers 
in many of the less important commodities. 

With respect to market points, future trading is thus rather 
highly centralized. Not only is dealing limited to a small list 
of exchanges, but, of these, it is further centralized upon a very 
few leaders. Thus in grain futures, approximately 85 per cent 
of the entire volume of trading is made upon the Chicago 
Board of Trade. In cotton futures approximately two-thirds 
of the trading is executed on the New York Cotton Exchange. 
And the business of these two exchanges, if measured by the 
dollar value of the trading, is many times the size of all of the 
other commodity future exchanges combined. 2 This same cen- . 
tralizing tendency is to be found, also, in the stock market 
where over 90 per cent of the total market value of shares 
traded is made upon the New York Stock Exchange and the 
N ew York Curb Exchange. The cause of this centralizing 
tendency is to be found in the superior advantages of a broad 
market. Executions are made more easily and, since the leading 
market is the focal point in the determination of price, there is 
greater assurance that the trade will be made at prevailing 
prices. 

The Trading Floor.-The most important physical feature 
of an exchange is its trading floor. Here the members congre

• See Table 5 above. 



FIG. 3.-Trading Floor of the Chicago Board of Trade. 
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gate each day during trading hours to execute their own or 
their customers' orders. The exchange itself does not trade. 
It is an organization formed solely fortne'conv'enlenceariduse 
of its members. Frequently thebUIld1ng11asDeen-designea~and 
built by-the-;xchange to meet the special needs of its members, 
though it is not unlike any other building with the exception of 
its trading floor. 

The distinctive feature of the floor is the circular pit or pits 
where trades are executed. They are designed to- brmg- the 
traders together and consist of concentric series of steps, 
stepping downward to a common center to bring each trader 
into clear view with every other trader. On the Chicago Board 
of Trade- there are separate pits for wheat, com, oats, and 
cotton futures, as well as trading areas for rye and provisions 
futures. For most of the other exchanges only one pit is used. 
On some of the exchanges, and notably the New Y orkCotton 
Exchange, a brass railing encircles the central portion of the 
pit and from this the term "trading ring" is derived. 

Adjoining the pit or ring is an elevated platform known as 
the rostrum which serves as an observation tower for the col
lection and distribution of quotations. Here attendants, with 
the aid of reporters stationed in the pit, note each change in 
price for each future being traded in. These quotations are 
immediately placed upon the ticker to be sent to subscribing 
members within the city and by the telegraph companies upon 
the wires to be broadcast throughout the country and to im
portant foreign points. 

Along the sides of the trading floor are arranged the tele
pho,lle facilities of the member firms. These connect by pbvate 
wire ~;m}"the--orokerage offices and are used for the transmis
sion of orders and confirmations to and from the floor. Upon 
the walls are statistical displays including usually the important 
gove~tal reports concerning the condition· and supplies of 
crops and current quotations from other leading exchanges. 
Where cash trading is maintained in addition to the future 
market, which is usually the case upon grain exchanges, a 
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separate portion of the trading floor is set aside and equipped 
with tables for trading and the display of samples. 

Brokerage Offices and Private Wire Systems.-While the 
market places for future trading are few in number and will 
probably so remain, this is not the case with the brokerage 
firms contributing to these markets. Here we find a division of 
business among a great many houses, each affiliated through its 
membership with one or more exchanges. The usual brokerage 
firm-.£Q!lsfsts of a p~ship formed for the purpose ,otniak
ing a pr~fit...!£om commissions derived from the trading of its 
customers- U~One partner of the firm is a member of the 
exchange and through this membership the privileges of the ex
changeate obtained. 

The typical commission firm located in or near. the financial 
district of a city gives considerable attention to the outward 
facilities of its office. To it are intrusted the funds and securi
ties of customers and for this reason it requires equipment to 
some extent like a bank. There are private offices for members 
of the firm. Divisions, in the form of cages or partitioned sec
tions, are conveniently arranged for the accounting work, for 
the cashier's office and for the statistical and other departments. 
Adjoining the order department is a prominent section known 
as the customers' room. In this room is to be found the quota
tion board upon which are recorded current quotations of vari
ous commodities, by futures as they come from the tape. The 
continual posting of these quotations together with the drone 
of the ticker and telegraph instruments supplies much of the 
glamour associated with the usual brokerage office. A rather 
formal array of arm chairs is provided for customers,-pro
fessionals and others,-who attempt to follow the market con
tinuously or whose business permits them to spend a part of the 
day away from their regular work. 

As a part of the brokerage equipment, mention shoul~ be 
made of the private-wire system. Many of the larger commis
sion houses lease private lines between the home office and 
branches or correspondents to supplement their service. These 
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lines are used to transmit orders. prices and market infonnation. 
and reach throughout the United States and Canada. While 
the system has been developed mainly in connection with grain 
and centering in Chicago. it is used for all of the commodities 
as well as stocks due to the fact that many of the firms belong 
to all of the leading exchanges. It is stated by the Chicago 
Board of Trade that the network of private lines centering 
at that point extends to over 500 towns and cities. When taken 
in conjunction with the regular public telephone, telegraph, and 
cable service, we find a connected system of brokerage offices 
including branches and correspondents touching every im
portant trading point in the United States and abroad 

Interrelation of Commodity Markets.-As a part of the 
trading facilities of organized exchanges, attention should also 
be directed to the manner in which the member firms are inter
related. While the various exchanges are entirely separate or
ganizations, their members frequently are associated with firms 
whose partners or employees hold similar memberships on other 
exchanges. Through these inter-affiliations, a commission house 

TABLE 13.-INTBIlAFFILlATlONS OF Co_ODITY EXCHANGES Tm!.OUGB Fl:RlI 
MEMBERSHIP. 

Finn&-members of both the 

Chicago Board of Trade and New'York Cotton Exchange ...... . 
New York Cotton Exchange and New York Coffee and Sugar E~-

change ..........•..•................................... 
New York Cotton Exchange and New Orleans Cotton EXchange. 
New York Cotton Exchange and National Raw Silk Exchange .. . 
Chicago Board of Trade and New York Produce Exchange ..... . 
Chicago Board of Trade and Minneapolis Chamber of Commerce .. 
Chicago Board of Trade and New Orleans Cotton Exchange ..... 
New Orleans Cotton Exchange and New Yark Coffee and Sugar 

Exchange ..........................••.•...........•..... 
Minneapolis Chamber of Commerce and Duluth Board of Trade. 
Chicago Board ot Trade and Duluth Board of Trade .•....•.... 
Chicago Board of Trade and St. Louis Merchants' Exchange .••. 
New York Cotton Exchange and New York Produce Exchange .. 

Number 
of F"mns 

90 

57 
53 
42 
39 
33 
29 

29 
29· 
25 
23 
21 
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can offer its customers trading facilities on anyone of a num
ber of exchanges. Thus five large wire houses each hold mem
berships on ten or more of our leading stock and commodity 
exchanges, while over a hundred firms have memberships on 
at least four of the leading stock and commodity exchanges. 
Considering the member firms of the Chicago Board of Trade 
alone, approximately 200 hold memberships on one or more 
of the other leading exchanges, and the corresponding figure 
for the New York Cotton Exchanges exceeds 100. Table 13 com
piled from the membership directories of 12 leading commodity 
exchanges illustrates the extent of the firm connections for this 
group. 

While memberships are continually changing hands so that 
the figures in this table will soon be out of date, they illustrate 
accurately enough the close manner in which the various 
commodity exchanges. and especially the leading ones, are 
linked together through their member firms. 

2. MARKET REPORTS AND NEWS 

The physical facilities for future trading include something 
more than merely equipment. A large body of statistical and 
personal in!Q..I1llatUm..cuuent1¥-.offered for-the use>oTthe ... tntder 
is 'also apart . .Q!.Jne....future.Jacilities. The commissions paid 
annually'i:>y'" -future traders must cover the costs of operation 
and allow a profit to the member firms when considered as a 
group. These costs include the maintenance of the exchange 
equipment and the expenses of operating the brokerage offices 
including communication facilities. They include, also; the ex
pense of collecting, transmitting, tabulating and presenting 
in an interesting fashion market information covering a wide 
range of subjects. 

The importance of this material is well recognized by every 
commission house of size. Here will be found in the customers' 
room ample supplies of trade information and "gossip" dis
played for the trader's use. Without a copious and continuing 
supply of such material, popular interest in the market would 
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wane and the volume of trading correspondingly decline. It 
will be possible here to enumerate only the main types of in
formation currently available and to briefly summarize each. 

Governmental Reports.-Federal and State reports consti
tute the foundation stones in the building of cQinniodi9' market 
opinion. Being cOriipielienslvemChiracter and fre~-from per
sonal bias, their fundamental1iiipoIfaiicels generally acknowl
edged. They are published at sufficiently frequent inte.rvals, 
also, to be used currently as the basis forpriceadT~stments; 
on all of the leading exchanges, displayed in a conspicuous place, 
are to be found the latest published reports. 

Perhaps the most important of the Government reports are 
those relating to the size and condition of c.tO{)S. These are 
published at nonthly- intervals thmout the crop growing 
season. The data are obtained mainly from a large corps of 
volunteer crop reporters who are farmers and who are so se
lected that a combined figure derived from their separate re
ports will be representative of the entire area for each crop 
reported upon. Thus reports to the Federal Department of 
Agriculture are made for cotton and the various grains (as 
well as a wide variety of other crops) covering township areas 
and county areas; these are combined to obtain State totals and, 
in turn, a total for the entire United States. In this work many 
of the State Departments of Agriculture cooperate. 

For certain of the crops, the earliest reports compiled give 
"intentions to plant." These are followed by estimates of acre
age planted to each crop; and as the season advances, reports 
on the condition and indicated production of each crop are 
published. Finally, toward the close of the season, preliminary 
estimates of production and quality are compiled and published. 

Thus taking com as an example, a report on intentions to 
plant is published about the middle of March. As of July 1, 
a report giving the estimated acreage planted, the condition of 
the crop, and a forecast of total production, is prepared. This is 
released about July 9. Similarly, August 1, September 1, and 
October 1, condition reports and forecasts of total production 
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are prepared- and released. In the November 1 report, a pre
liminary estimate of production together with an estimate of 
the per cent of merchantable quality is given; and in a report 
published about the middle of December. final estimates of the 
acreag~ and production are published. 

In addition to the above reports, estimates of supplies on 
farms and at country mills and elevators are compiled twice 
each year for the leading grains, while the visible supply at prin
cipal points of accumulation is published each week; for cotton, 
periodical reports on cotton ginned to specific dates are put out 
by both the Federal Department of Agriculture and of Com
merce. Monthly exports and imports for each of the leading 
commodities are published by the Department of Commerce. 
The Weather Bureau contributes a daily map of weather con
ditions for the entire country and, during the summer months. 
special daily bulletins giving precipitation and temperature for 
selected crop areas. Each day the volume of future trading and 
the total of open contracts by grains on the Chicago Board of 
Trade is published by the Department of Agriculture, and each 
month a compilation covering all the grain future markets is 
released. 

Other Governmental reports of less trading importance or 
less timely are also published such as those relating to inspec
tions. monthly marketings and farm prices. All together they 
offer to the trader. whose judgment is based on primary facts. 
a broad and fundamental body of information . 

.., Quasi-official Reports.-Another body of trade data, prob
ably as extensive as that just summarized, may be conveniently 
grouped under the title of quasi-official reports. While pub
lished under private direction and with private funds, these 
materials are like the Governmental reports in J:>eing 'compre
hensive in character and reflecting no particular point of view. 

The principal portion of this type of report is prepared by 
the exchanges themselves. Thus the Chicago Board of Trade 
has for many years prepared and published an Ann;;aiReport 
which includes a considerable amount of primary materials. 
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There is included, of course, a record of future prices, by 
days, covering the various commodities and futures traded in 
on that exchange. Receipts and shipments are compiled daily, 
and supplies in public and private store at Chicago each week, 
by grains. Through the cooperation of other leading grain 
markets, a United States visible supply figure for each of the 
principal grains is prepared weekly. Deliveries on future con
tracts are compiled daily. The New York Cotton Exchange, the 
New Orleans Cotton Exchange, the New York Coffee and 
Sugar Exchange, and other smaller future exchanges, simi
larly prepare and currently release series of original data. 
These frequently take the form of daily market reports fol
lowed by weekly, monthly and finally annual summaries, the 
data relating mainly to stocks on hand and the movement of 
supplies. 

Under this same heading should be mentioned a group of 
privately publishe~ts which are comprehensive in char
acter ~ wide and general use. In the grain trade 
should be included the reports of G. J. S. Broomhall of Liver
pool, the Sanford Evan's Statistical Service of Winnipeg, and 
Russell's Commercial News (New York); in the cotton trade 
Shepperson's Cotton Pacts (New York) deserves mention. 

Private Rep()rts.-A considerable volume of original ma
terial is collected and published by brokerage firms. This is, of 
course, for the immediate use of the firm and its customers 
though a much wider circulation frequently results. For the 
leading commodities o~ cotton and grain, several firms employ 
private crop observers who travel through the principal farm 
areas, noting the state ofthe crops and estimating the probable 
yield. These estimates of production are usually made on the 
first of the month and thus precede by a week or more the 
Government releases. Frequently, too, the larger firms will 
employ one or more experts to prepare special reports on some 
phase of the market situation and this work may involve the 
collection of materials both from this and other countries. 

A large number of firms regularly publish one or more house 
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organs for the use of their customers. These usually include a 
cursory digest of the market situation together with some spe
cific opinion regarding the probable course of prices. They are 
of lillle-viil'tie as source material and, being designed to crystal
lize opinion at once, soon lose their value. 

V Tr'ade J ournals.-The future trader also has for his use 
a rather wide range of daily, weekly, and monthly newspapers 
and journals. Many of these include a considerable amount of 
primary material though most of their space is devoted to sum
maries and digests of information appearing in original form 
elsewhere. Thus the daily newspapers publish usually the open
ing, high, low, and closing prices of tl1eprinclpal commOdities 
together with a column of current trade gossip while the week
ly and monthly journals contain broader· summaries with an 
occasional special article on some one phase of the market. 

Deserving special mention are the daily trade papers usually 
referred to as price currents. While separately puDIlshed, their 
editors usually enjoy close cooperation with the exchange, hav
ing access to the floor, and includingin their trade sheet a record 
of each day's business in greater detail than can usually be found 
elsewhere. 

Ticker News and Tape.-Mention has already been made of 
the place of the ticker as a part of the physical equipment of 
future trading. Operated under special franchise granted by 
the exchange to one or more telegraph companies, it forms a 
familiar part of every brokerage office. Over it are sent, in 
rapid succession, the series of prices which tell the amount as 
well as the direction of each price movement. These prices are 
recorded by futures and by commodities and an attempt is 
made to give the price of every trade occurring on the floor 
which is either higher or lower than the previous one. When 
the market is dull, bid and asked prices are also occasionally 
given. 

The news ticker is an instrument designed along the same 
lines as the smaller price ticker but used to record items of in
formation, telegrams, and short articles of immediate interest. 
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Much of the infonnation recorded on the news ticker appears 
in the fonn of "flashes" and, if worthy of general market in
terest, will appear later in the newspapers and trade journals. 
But a considerable portion never appears in print subsequently 
for sheer lack of importance. This latter portion is generally 
referred to as "gossip" and gives to the news ticker its distinc
tive character. This type of news stimulates interest among 
that class of transient trader which frequents the customers' 
room of the usual brokerage office. Fot' this reason, ticker news 
is a trading asset to the house for which it is willing to sub
scribe. 

In an effort to picture this type of market news, the follow
ing items have been taken from trade gossip. The attempt has 
been made to select a variety of items which, as a group, are 
fairly typical of the run of information appearing on any trad
ing day. 

Cotton: Texas weather at 40 stations maximum yesterday 100° to 
118°. 
Wheat: The wheat market is confusing. There is apparently a battle 
b.etween two sets of professionals. The market has several times shown 
distinct weakness, only to receive important support on the dips. Each 
time the crowd have gotten short someone has taken them off and run 
them in. 
Sugar: We look upon the switch of selling December and buying 
January very favorably believing January will go to a bigger premium 
over December. 
Wheat: Some of the local pit shorts are covering wheat sold earlier . 

• There has been good absorption of all pit offerings today. Cash market 
shows firm tone everywhere with premiums strong. 
Cotton seed oil: Afternoon session was quiet, early upturns being 
maintained. Offerings continued light and few scattered sales were 
absorbed mainly by refiners and brokers around the 11.50 level for 
September. 
Wheat: Mr. •....•..•... wires from Willmar, Minn., two out of 
twenty-five fields examined this vicinity show trace of black rust. 
Coni: Showed a weak undertone much of the day, and eased under 
scattered pressure. Weather conditions over the belt were seasonal 
and apparently the crop generally is in fairly satisfactory shape. 
Cotton: Heat waves in the southwest with the continued lack of rain 
brought buying in volume into the cotton market and prices moved 
upward easily on yesterday. It is probable that bears will prove timid 
again today and that the upturn may extend further. 
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The date, time of day and contributor of each of the above 
items have been omitted. It should be repeated that they typify 
only that portion of each day's news which is of transient in
terest and designed to stimulate trading among those who are 
followers rather than makers of the market. Occasionally an 
item such as the following will be circulated because of its 
general interest and special quality: . 

New York, Aug. .... Mr. Livermore is reported as saying on the 
phone to a friend that he has no stock market interest as was re
ported yesterday. 

Forecasting Services.-Our survey of market reports and 
news would not be complete without some reference to those 
individual~~~~!:~izations -whQ~ Qff~Lth.dL.5~Jor a 
fee as trading advisors. They are indeed a mixed lot. One serv
ice, w1tli"1leadquartersf~ New York, makes an annual forecast 
in the fall of each year of each high and low for each major 
price swing throughout the ensuing year. These turning points, 
futhermore, are foretold to the smallest fraction of a cent for 
cotton, wheat, and a number of other commodities and stocks,
and all for the very moderate sum of $100.00! Another is an 
astrologer and the subscribers to his service are favored from 
time'tcttime with a calendar of events predicting market move
ments not only from day to day but within the trading day as 
well. 

Still another service, and one enjoying a much wider repu
tation, employs the technique of the chart reader. All students 
of market movements recognize in them a certain measure of 
rhythm. For this forecaster, they constitute his stock and trade 
and each time the price makes a «double bottom" or «breaks 
through to new high ground," a special significance is attached 
to it regardless of the surrounding circumstances. There are 
perhaps a dozen services in grain and cotton and a fewer num
ber for the other commodities. Those which have just been 
mentioned represent what might be called the specialized type 
though almost all services try to attain special distinction 
through some feature represented to be exclusively their own. 
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The services of the broader type do not pretend to rely 
upon some one formula to the exclusion of all other informa
tion but seek to analyze the facts wherever they can be found. 
Naturally, an organization of this kind should employ a trained 
statistical staff. If directed by competent hands, it is in a posi
tion to render profitable service to its clients while supplying 
a quality of trading of real benefit to the entire market. 

One service of this type, located in the Central West, de
serves special mention. It operates in all of the leading com
modities and stocks though it specializes in grain. It employs a 
trained staff of assistants whose task it is to compile, compare 
and contrast fundamental crop and market conditions over long 
series of years. It closely follows conditions of growth during 
the summer months as well as stocks at country and terminal 
points throughout the year. 

One can, however !-_~~!1!Jl.<?~.!t:..(L re~~ing __ !?E.<.!a~ental 
mark~~._ cO~~~lon~~ im<!....~tjJL.!!o.1.~h.~-'_~ __ ~!!~E~~~fu.~_~~~~I~~or. 
Financiarstrength commensurate with one's trading position 
is a neC'esSaryrequisite. In addition, a measure of poise is 
needed. The advice to clients by this particula~e is 
especially well taken. Few recommendations are made; and 
when traders are advised to buy or sell, it is in the light of 
broad swings in price rather than the minor and more uncer
tain movements. To demonstrate its sincerity, each market po
sition advised for its clients is taken by the service and facsimiles 
of all closed trades, showing net profits or losses, are published 
in a weekly folder sent to subscribers. If the advice of the serv
ice is poor it thus becomes an open record in dollars and cents 
to everyone. This is in marked contrast to the usual service 
where poor advice is less costly and quickly "forgotten" and 
where fortunate counsel is frequently recalled as an example of 
forecasting ability. • 

There is in the future market, as well as the stock market, 
a class of traders popular~derrerLtQ-as. . .the...~gener.aLpuh" 
lie." While the term is a loose one, it is usually associated with' 
the-1>ody of traders who occasionally buy or sell to a small or 
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moderate amount and whose principal business is in some other 
field. For this type of trader, a service such as the one just 
described can be of real use. If fut~,!ding is to be of great
est economic and social value, it should. be. so.conducted that 
it tends to dire~t'p~ices in accurat'e anlidpation.o£.theU-n~tural 
co~siandin-so aoiiigio '~~m~i;-aiieas~mI1 of the ~l~ment 
of uncertainty.· This cannot be a""Ccomplished if trading opera
tions are based ';-pon emotions rather than soun~ent and 
this is frequently ·the casewith the non-professional group. It 
is here that adequately equipped and well managed forecasting 
and statistical services can render worth-while service redound
ing to their own good as well as that of society at large. 



CHAPTER VIII 

THE MARKET STRUCTURE: BROKERS AND 
TRADERS 

1. BROKERS 

Types of Brokers.-The business of future trading compre
hends not only the mechanical phase of equipment and trading 
facilities but also the personnel phase of brokers and traders. 
And of the two phases the latter is far more important. The 
most elaborate equipment and facilities will not assure success 
unless a body of active trading interest can also be built up. On 
the other hand, many exchanges have grown and prospered 
through a body of active brokers and traders having neither 
adequate nor modern facilities. 

Brokers are of tw~e!!e!.,!!.!r£~~ (1) those ~erving the non
member public being usually members of a firm and (2) tho.se 
servmg as 6rOker?'"15rokers. The latter 'group is commonly re
ferred toasB()(>r-T>~or pit or ring brokers in contrast to 
those offering their services to the public and popularly called 
commission brokers. 

The work of the floor broker involves much less routine per 
tra~ than that of the commission broker. He is usua1ly an in
dividual enterpriser though frequently devoting his entire time 
as a broker to the execution of orders for only one commission 
house. He does not need to maintain a fully equipped office to 
receive customers and as a rule he gives up his client's name 
as principal. avoiding much of the detail in the handling and 
clearing of trades as well as a measure of legal responsibility. 
His commission. accordingly. is much less ~t:_unit of trading. 

The commission broker.in contrast. is usualfy-a-member of 
ji. firm and tie. together with his partn~s. makes up a business 
unit of much greater importance and financiaJ responsibility 
than a floor broker. Considerable capital is 6ed up in a place 
of business suitable to receive customers and for many of the 
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larger firms branch offices are maintained. Many of the houses 
emplo~o1icitors or customers' men to promote the volume of 
their busine'ss'~ncHnaadition spend considerable sums' in pre
paring and circulating market information among their clients. 
They rely upon their regular commissions to cover these ex
penses and leave a profit. Both floor brokers and commission 
brokers act in the legal capacity of agents. But we shall note in 
connection with a description of trading methods in a later 
chapter that the legal responsibility of the commission broker 
is considerably broader:-----------

../r Brokers Ojt;-"-Traders.-In addition to executing trades for 
others, both commission brokers and floor brokers frequently 
trade for their own account. The commission broker who is 
also a member of a firm may buy and selCfortbe account of 
the firm or he -m:iYi:i1:aiii1aiii'a·privcite.:.accQuni~Q1]i.E_9Wn. In 
either case the account is likely to be an open commitment car
ried for some time rather than an active trading account. In 
contrast, the floor broker, who also trades for himself, will 
usually maintain an active account each trading day but will 
not, as a rule. carry forward a substantial position from one day 
to another. 

The various exchanges attempt to regulate brokers acting as 
trade~. They all prohibit their memoers from acting aSjgent 
and principal in tnesamE transactiorr.- Itnlddifion, regulation is 
usuaITy-aHempteaseeKrng to prevent a broker buying~dling 
to his own advantage through akriowIedge-olnl~'Client~r~d
ing. Thus IfaouYln-{(ofdercir orders-are received of such size 
that they are likely to move the price up, there is a temptation 
to the broker to precede his customers' orders with a purchase 
of his own, later to sell out his trade at the higher price level 
brought about by the purchases of his clients. This is an obvi
ous violation of the broker's duty to use due care and diligence 
in the ex~Of1ils--priiicipals' orders. Other and similar 
practices involving the shifting of customers' and brokers' 
trades are contrary to the general rules of the exchange though 
difficult to properly enforce. 
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2. TRADERS 

Classification According to Function.-The motives and 
meth¢s of traders are many. Some buy and sell purely on the 
ba~s of a mechanical device such as a rnar.t. Others enter the 
market only after extensive study of available basic infonna
tion. Some simply follow "iiieCro~ or what they believe to be 
the leaders of the crowd. jumping on when the price van starts 
up with the hope that later they will be fortunate enough to hop 
off before a reverse movement gets under way. Still others 
follow no particular plan but trade from time to time in re
sponse to a wide variety of changing factors. 

Classification has this for its purpose: to aid in clearly visual
izing the limits and relationships of any body of knowledge. 
If it were possible, it would greatly aid in understanding the 
nature of future trading to group this vast army of traders 
according to the characteristics identifying each. But unfortu
nately traders as individuals cannot be separately sorted in this 
way. It is probably the rule instead of the exception for a trader 
to employ different tactics at different times and frequently to 
be actuated by several rather than a single motive. Accordingly 
our classification must be a functional one. Traders will be 
identified and described according to predominant types, the 
types selected for analysis being those of outstanding import
ance in future trading. The classification, too, will need to be 
broad enough to represent a major portion of all traders under 
some one of the various groups. 

Two Broad Classes.- Speculators and H edqers.-~n attempt
ing to classify traders according to their methods of operation, 
the broadest division which can be made is that of speculators 
and hedgers. All traders can be grouped into one of these two 
classes. A speculator may be defined as one who buys or sells 
goods or right~ jQ .goo~lOLtne:pr~rpuipqs~QTIt~g~ 
from uncertain fluctuations in price. A hedger is one who buys 
or sclfs-fortne principal purpose of protectin{j7iimself against 
uncerbiD-fluctuations in-p-ri~e~ The two Classes thus indu"de'aIl 

._- -- -~--# - - - .~ ----~ 
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trades in futures since a dealer or trader must have one or the 
other01~wo objects. 

The broad class of speculative traders can, however, be more 
advantageously analyzed by sub-classes. We will accordingly 
divide the entire body of speculators into thr~ sub-groups of 
scalpers, speculators (in a na~!2we!_~~n.se)L~d spreaders or 
straddlers. 

~zp;rs.':"-The practice of scalping is not peculiar to future 
trading. It is a common practice i~ securities.it is found In 

realestate de$llings. Bearing this same name and with some of 
the-s-ame characteristics is the familiar practice of scalEing it;. 
theatre tickets. A scalper is one whose pIa!! of operation is 
smalrpr06t per trade but lar~y.rngver. He will buy one 
minute and sell the next i£i~ this operation he can obtain a 
profit of a small fraction per unit of trade. It is said of specu
lators generally that success depends as much upon natural 
trading instinct as upon acquired knowledge. This is especially 
the case with a scalper. Van Antwerp ably dramatizes his es
sential qualities. "Age cannot wither, nor custom stale, his 
infinite variety. He is a bull one minute, and a bear the next. 
He is intent, resourceful, suspicious~·vigil~n.t a-nJ"ubiquitous. 
He asks no quarter, and gives none. Now he is sphinx-like, 
deaf, inscrutable and impenetrable; now exploding with the 
frenzy of battle."1 

Scalpers, members of an exchange, usually trade from the 
pit or ring. They are thus referred to as floor orplt orting 
traders.1f strictly true to their profession they will ieave the 
floor at the close of trading entirely even with the market. That 
is to say while their position in the market during the trading 
day may mount to large proportions either on the long or the 
short side, the close of the session will find this position entirely 

~ . _ ..... --_ ....... _ ..... -._ .. -. 

sold out or bought tn:-1'heir hope for profit must, therefore, 
come from the small "intra-day' fluctuations in price. These 
minor price variationSare~~sioned 'b};a"wldevariety of tem
porary circumstances and it is here that the floor traders' skill 

I Van Antwerp, W. C., The Stock Exchange from Within, p. 285. 
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is most closely tested. Their ability to succeed depends very lit
tle upon a broad knowledge of basic conditions in the trade; 
it does depend very much upon a quick sensing of the ebb and 
flow of market opinion from minute to minute and an accurate 
appraisal of current news and gossip likely to develop a change 
in sentiment. ------'" .,', -"- - ' 

Scalpers need not, of course, be members of an exchange. 
One can trade Ui'indOi1toTThematkeronlhebasis of quota
tions from the tape. This type of scalper operating from the 
customers' room of a brokerage house has in general the same 
body of current trade news that the pit trader has and he may 
be equally skilled in anticipating changing currents of opinion. 
He is as a rule, however, at considerable disadvantage. He~s 
commissions to pay and in addition isIikely to sacrifice a con
.siderabl~onilsp~ofit "'du~'-io-tiie "factthai -he cannot as 
promptIYact on..,,~ .change in market.moyeri!~i-i:~: In addition 
floor traders very often supplement their income materially by 
acting as brokers for other members as occa.sion demands. For 
these reasons non-member scalpers usually do not confine their 
trading to purely intra-day trades but in addition carry a posi
tion of varying size forward from day to day. 

Speculators.-The theory of trading of speculators (using 
the term "speculator" in its narrower sense) is in marked con
trast to that of scalpers. Instead of confining their market posi
tions to the limits of a trading session, speculators carry for
ward their trades over periods of several days or weeks. thei~ 

--------.~- ----------r-- .~- - .---.; .. ~.~-. - -....-. .--..-.------
interest is not in the minor mtra-day fluctuations in price but 
rather in, the larger m6V:~!l:_~!1!.s_~r ~]wi!!8's." In consequence 
the basis ol'tlielrjUdgTnent is more likely to be upon the broader 
factors of total supplies of actual commodity, market receipts 
and shipments, visible supplies and consumption, and less upon 
mirior news items and transient price factors of little general, 
importance. 

Here, as with the scalpers, a division may be made between 
mem~~ ,and non-membet:',"~,e.cElators. The former are likely 
to be connected in some capacity With"the trade other than as 

• 
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simply specu.lators. They may be partners of future commis
sion houses or in business with merchants or dealers in the 
actual commodity. In such capacities, their knowledge of the 
position of the commodity in which they speculate is likely to 
be much better than those whose regular business or occupation 
is in some other field. This disadvantage of the non-member 
may be and frequently is offset in part through his contact with 
the commission house through which he deals. Here then, as in 
stocks, we have varying degrees of knowledge among specula
tors depending upon the rapidity and extent to which important 
information circulates from group to group and reflects itself 
in the intermittent ups and downs in price. 

For the purpose of analyzing the trading operations of specu
lators in their relation to price, some advantage is to be had in 
dividing the group into large-scale speculators and small or 
medium-sized speculators. While this phase of the subject must 
be reserved for later chapters devoted to price relationships, it 
is important to note here that the larger speculators usually 
make_~p.~c~l~!i?~.~e.it.I>~<?f~ss~on while the~smaner do not, and 
secondly, that because of the size of the operations of the larger 
speculators, their .. tra4ing becomes a market price factor while 
the trades of the smali~;:speculators1iavenOapprec1aO:re-'influ
ence upon price. Here again we find a hierarchy of knowledge 
set up among the entire body of speculators growing out of the 
operations of the leaders and spreading with varying rapidity 
from one trading strata to another. 

The length_of ti:ne a speculator may carry forward an open 
position may vary from one day to an indefinite period. Viewed 
in this light, speculators divide themselves mtoshort-time and 
long-time traders. Those belonging to the former group are 
very often more nearly speculative scalpers than speculators. 
Their interest is in minor price changes. If they attempt to de
termine probable price moves by studying market conditions, 
only the very transient trade news is followed. And the success 
with which they operate depends largely upon the freshness of 
their information. 
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It is among the speculative scalpers, too, that one finds the 
typical chart traders. Their theory of operation is based on the 
assumptionthcrtPrtce cycles display a consider<!-ble me~~ure of 
regularity e~her:.i~!~~_~!_C!iCl.~a~~er ,.?.!~!~~en!.~.).2!h. By 
charting the course of prices, using various plans of construc
tion and periods of time, systems of trading areWOrked out 
which mayor may nOt be supplemented by reference to the im
mediate market situation: The spec~~tive~scatpers-r purChases 
and Sates are timedlil accordance with these quasi-mechanical 
market movements in price and are thus far more--flkethOse of 
scalpers than of speculators. Instead of attempting to buy when 
prices are low and to sell when prices are high, their plan of 
attack· is to bU.!h~!!.~~i~~..mQvement has-,de£nitely-~stab
lishe_d it~e1!J.frequently after the price has broken through one 
or more previous highs) and to sell before a reversal in move
ment gets under way. 

Spreade?:LfJr Straddlers.-This class of trader derives its 
name from the nature of its trading. The term "spreader" is 
used in the grail!...!!!de and "straddler" in the cotton trade. 
They are individuals or firms whose business "is buying in one 
market or future and simultaneously selling short in another 
for the purpose 'of reaping a profit from a subsequent read 'ust
ment in prices. Their dou e tra es us become spreads or 
straadles reaChing across from one market to another or from 
one future to another. A third term applied to this group is that 
of arbitrageur, in general use in trading in stoc~s ~d ~]~~_!l_sed 
on some markets in grain. -------

Becauseo:Cfhe cost of carrying a commodity from one 
month to another involving storage, insurance, and handling 
charges, there is normally a difference in the prices of t u
tures within a given crop year reflec ng this basic cost. Simi
larly~cause of the cost of shipping a commodity from one 
market to another, there is normally a difference in future 
prices between two markets reflecting this shipping expense.· 
The future farther advanced in point of time and the market 
nearer a consuming center will, because of these cost elements, 

• 
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usually prevail higher during any crop year. Yet there are 
many variations from this normal, some of which have an ap
parent explanation and some of which do not. It is the busi
ness of the spreader or straddler to take advantage of these 
temporary disparities. If his judgment is good he will be re
warded when prices later realign themselves. If his judgment 
is poor, he will be forced to close out his trade at a loss. 

The practice of placing spreads between markets and be
tween futures serves as fuecement in tneTiittirean:a1:astrprice 
struCIiire:-When -pnce refationShips-deviat~~the· force of buying 
that which is relatively too low and selling that which is rela
tively too high tends to bring them back into line again and 
hold them there. This continual alignment and realignment of 
prices reflects not only present prospects but future conditions 
as well. Probable future conditions receive far greater atten
tion since it is here that accuracy of estimate will later reveal 

, itself in price. It is worthy of note in passing, also, that at 
times future prospects suggest the placing of a spread, not for 
the purpose of taking advantage of a subsequent return 'of 
prices to a more normal relationship, but on the assumption that 
they will later spread farther apart. The natural effect of this 
type of spread is of course to magnify existing derangements 
in price. 

Spreaders or straddlers may be classified according to 
whether their transactions are usually inter-market operations 
or inter-future operl!tions. A third and occasional type cOhsists 
of11i0Se~~d between two commodities such as oats 
and corn or corn and wheat. Still a fourth and minor type con
sists of those who spread between job lots and r.QllD.Cl lots. 
Thus in wheat on the Chicago Board orrrade the job-lot mar
ket centers around a small group which stands ready to buy or 
sell in multiples of 1000 bushels and at an eighth or quarter of 
a cent below or above the prevailing bid or ask price. As the 
members of this group accumulate lots of 5000 bushels, or 
major fractions of a lot, they will in turn make a counter trans
action in the larger market. Since these two markets are treated 

• 



THE MARKET STRUCTURE: TRADERS 141 

as entirely separate units, jobbers find themselves long in one 
market and short in the other and usually at a fraction of a cent 
difference in price which they later hope to convert into a real 
profit by reversing their position. Their operations are thus es
sentially spreading in nature. 

Spreaders and straddlers may also be classified according to 
whether their operations are of a short term or of a long term 
character. The short term spreader, Tike the scat{ier:is-iilter
estea in news or forces likely to develop temporary price 
changes. If a pace refationShipbetvieen two futures or between 
two markets shows only a small derangement and it is believed 
to be only temporary. a spread will be attempted. Like the 
scalper, too, the short term spreader's income is a net of many 
small profits and losses. The long term spreader, in contrast, is 
interested only in probab~ges in price -relationships occur
ring over several days or weeks. He seeks his information from 
broader and more fundamental sources and is in judgment 
and temperament~ neady like the speculator described in 
the previous section. If he profits from his operations his prof
it per trade is likely to be somewhat larger than the short term 
spreader. 

There is probably nO"phase of future trading ~or_~_precari
ous in nature than that of tradi~[Tn~p'~ads_~:r~LI9_!ldles. It is 
not sUfficient tnai-one have "a'thorough knowledge of the usual 
factors affecting the price of futures. In addition many prob
lems of shipping costs, storage costs, the probable physical con
dition of deliverable supplies, exchange rates and other current 
problems must be estimated accurately. However, it is also true 
that these factors can be accounted for, and if carefully done the 
reward is perhaps mor~ certain than the usual open speculation 

As a rule spreaders and straddlers devote their entire time 
to this work. There are, of course, some whose business is in 
another field who place an occasional straddle or spread be:' 
tween two markets or two futures. But they are considerably 
handicappe~ by a lack of detailed knowledge of the business. A 
firm or individual thoroughly familiar with the problem of 
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merchandising. the actual commodity has a double advantage. 
He knows the extent to which allowance must be made in the 
prevailing pr:ices of futures for the many marketing factors 
affecting these prices. And he can, if need be, take up the 
actual commodity on the purchase leg of his straddle or spread 
and effectively handle it to deliver upon the sale part of the 
straddle. This is not always possible; but at times it is, and 
highly advisable. To the non-professional, reliance must be 
had upon brokers for the proper handling of supplies when 
necessary and this does not always result in entire satisfaction. 
Because of its. highly technical nature,. spreaders _ are few in 
number compared with any one of the oth~~ gr~~ps o(specu
lators or with the body of hedgers. Their combined market 
position wlI1~t_times,how~Y~rJ __ r_eg.ch large proportions. 

Hedgers.-We have described thus far three types of trad
ers: scalpers, speculators and spreaders or straddlers. Under 
these three categories may be included every variety of specu
lative transaction. There remains to be summarized the essential 
characteristics of a fourth group: hedgers. The tra<!!~~otive 
of this last. tn?«;J~jl!S_t9"p'p9~tt~ to_ th~t of the ot~er three. 
SpecuTcitors- attempt, through their purchases and sales of 
futures, toJorecast changes in price and to profit thereby. In 
doing this they- -assume ~the role- 6rrisKti-ea:rer:-Redgers at
tempt, through their purchases and sales of futures, to eliminate 
the element of price change and to avoid loss thereby:~1n so 
doing-tiieyshi1D.!iw~-t2. the shoulders of the speculators. 
Future trading thus provides a form of insurance in which the 
body of speculat~~ __ «:l?n~~i~!eth.~~EistiE!.~nd the body of 
hedgers the insured. 

'TIi€-occas;.gnJor the practice of hedging is to be found in 
the prevaili!!g._II1e~hQ..4~_ Qflliarketipg .an~_mer~J:1~!l:dising the 
actual commodity. Let us take cotton as an example.·With the 
plantin:g--ureach cotton crop there is automatically created a 
price hazard which must be borne by some interest until the 
crop passes into the hands of the ultimate consumer.· It is borne 

I Cf. Hoffman, G. Wright, "Crop Insurance-Its Recent Accomplish
ments and Its Possibilities," Annals of the Amer. Acad. of Pol. and Soc. 
Science, Jan., 1925. 
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by the farmer: in large measure up to the time the cotton is 
ginned. The crop then passes into the hands of merchants and 
exporters where it is held until sold to the mill. During this 
period the price hazard falls heavily upon the merchant and 
shipper. Forward orders are being placed by the cotton mer
chant with mills beginning with early summer and extending 
into the fall and winter. Here again where commitments are 
made at definite prices the hazard of price change is assumed. 

The practic.e.,QLhe9g!rIgj~~~sig,t:!~(H9 p.a~.s . .this p~i<:t! _~isk on 
to others willing to assume it. For the farmer or merchant or 
spini-Ier liavrni'in-1lls-'p~-;~'s~ion a supply of cotton as yet un
sold, the risk ot declining prices is present. Being long actual 
cotton, he may hedge his risk by selling short an equivalent 
amount of futures. For the cotton merchant who has contracted 
to sell and deiiver shipments of cotton at various future dates 
at definite prices and who has not as yet acquired his supplies, 
the risk of rising prices is present threatening an increase in the 
cost of acquiring his supplies. He is short actual cotton. He 
might hed~res. This is the situation also for 
the spinner who has contracted to sell yarn at definite prices 
and who has not as yet acquired the necessary supplies of cot
ton. 

So also in the grain trade, certain interests become long mil--lions of bushels of grain in which a short future position is 
,necessary as a hedge. This is especially the case with the ter
minal elevator interests. Other groups, and notably milling 
firms and grain exporters, frequently find their trade position 
heavily short through their forward order business and to 
them it is necessary to buy futures as a hedge. 

The future market thus affords facilities through which 
merchandising interests can balance their trade position and 
avoid loss attendant upon either a market increase or decrease 
in price. The amoupt 0!J9S!!,~l1stain(!4in.~,1tlovement in price 
adverse to a trade position will be offset by a corresponding gain 
in an oppositemarIierpositioii-iii'Iutures. The detailed price 
aspects 'ofthls practIce ~m beglven separate consideration in 
later ch,apters devoted to the subject. It is sufficient to note 
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here that these hedging facilities are ca.2,.able of meeting: the 
needs of a wide !ar!ety of trade situations and that they are '-------- - ~-.- . .--,.-~ .. -.----~---- ........ --- -~-- .. --..--~,----
availed of extensively inth~.I~:\(:)Vet;t1en~_ ~Ls1:1'ppl!~s from the 
farmlo~c'<>!1~t1!!ler: Hedgmg has been found especially neces
sary in gra~n amongthe terminal elevators, the shipping and 
export business, and the large milling trade. In cotton its prin
cipal use is among the merchant-shipper-exporter groups. It is 
into the hands of these interests that a major fraction of each 
year's crop moves at harvest time. It is financcllargely upon 
borrowed capital and, through the force of keen competition, 
there~ncentive to minimiz~t!!e 'price hazard ;~ much as 
possible. - ---.-----... --- -

We ~nd, as a result, a body of traders upon our organized 
future markets buying and selling from time to time to meet 
their market needs. Their trades are not dictated, as in the case 
with the speculative traders, by their opinion of probable future 
prices. In so far as their trades reflect purely the hedging re
quirements of their business, they are likely to be infrequent 
and carried over comparatively long periods of time. There is 
no division here between the professional and nonprofessional. 
All are professional though by no means equally well informed 
either in the practices of the trade or in the details of handling 
futures. Whether members or not of an organized exchange is 
determined mainly by the volume of trading their business re
quires, the leading firms holding, of course, memberships. 

3. SUMMARY 

We have outlined in this and the preceding chapter the es
sential structural features of organized future markets. No 
attempt has been made to show how these markets operate nor 
their relation to the forces focused upon them in the determina
tion of prices. Instead, attention has been directed entirely to 
the structure of the market,-its physical composition and its 
personnel. 

Exchanges upon which future trading is maintained are few 
in number compareaWith those organized f6tradein the actual ,,-------- ----
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commodity. The list of future exchanges in the United States 
numbers less than 30. These are as a rule locateg in principal 
cities, frequently owning their oWll:..J:>uilding, and E;quipped 
wit1J. a trading floor with special facilities to meet their particu-
lar needs. . 

Built up around these exchanges in the form of business 
feeders is an elaborate network of brokera~offic~s~l1.cIp_l"ivate 
wire systems. Here are found facilities for the convenient exe
cation of trades: customers' rooms, private offices. accounting 
equipment, quotation boaids. Prompt and extensive telephone 
and telegraph. connections, in many cases privately operated, 
reach to all parts of this country and abroad and closely link 
together all of the important commodity markets. Inter-broker 
membership extends this network to include, also, all of the 
important stock exchanges. 

As an aid and stimulant to trading, the large body of market 
reports and news is of primary importance. Governmental re
ports form the most reliable and comprehensive source. In 
many instances exchanges and private organizations supple
ment this with less formal reports. Brokerag~«l>_ll~~~ 
journals and tickern~\Vs and taJ;le add another large volume of 
matel'iciys"of a less reliable sort and of a more transient and 
personal character. This information is displayed upon black
boards and tables of every brokerage office and constitutes to 
them an indispensable facility. Forecasting services complete 
the list of market reports. Here a fee is charged by the trading 
advisor in some cases for advice of a worth while sort and 
sometimes for the merest trash. . 

The market structure for futures comprehends not only the 
physical facilities but also the large body of brokers and traders 
regularly engaged in buying anft selling. This personnel side 
of the market is in fact far more Important to its success than. 
the physical side. A body of brokers. some deriving their busi
ness from the public and some serving merely as brokers' brok
ers, stand ready at all times to execute orders. A body of trad
ers numbering many thousands and widely distributed consti-
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tute a forum through whom the market currently functions. 
These traders are of various types each catering to a par

ticular method of operation or having in mind a particular pur
pose to attain. They may be divided broadly into two classes: 
speculators,.a~~.~~~.~~.~. The former,-whatever their method 
o! tradeiriay be, buy ~n<is(!~l for tl1e purpose of prgfi!~ng from 
uncertain fluctuations iAP8c:e. The latter buy and sell for the 
purpose ~rpiotectinK 3:~j!l.!!t_Rncertain pd~w:tus:tions. 

The hedgers constitute a group engaged in one or more 
phases of the work of marketing or merchandising the actual 
commodity. In this work they are exposed to the hazard of a 
material change in the market price of the commodity they are 
handling. They shift this risk to speculators by buying or sell-
ing futures. ---' ... -.---~----- .. ----.- ... -. -------

The'speculators, whose business it is to assume risk, are of 
three general types: (1) scalP-ers, {flJ~pecu1ators (in a nar
rower sense) and (3) spreader.s()t: .,stmddlers. The fiLSt type 
is interested in price move~ents and news causing pric~_move
ments of a very temporary.£hS:!acter closing Its tr3.d~s usual
ly by the end of each trading day. The second group is inter
ested in broader and more fundamental marketnews and prices r - ... , ............. ,' . 
and as a rule carries its trades forward over a period of several 
days or weeks. The thir~roup makes its specialty relative 
chang~es, buying in one market or future and simul
taneously selling an equal quantity in anothe~ market or future 
for the purpose of reaping a profit from a subsequent relative 
change of prices. 



CHAPTER IX 

ORGANIZATION AND RULES OF EXCHANGES 

Future trading developed as a natural evolution in the 
growth of the grain and cotton trade of this country. Only after 
years of trial and error did it reach its present highly organized 
fonn. In this development, the form of organization and the 
rules Q( the leading exclt;mg~~- played an important part. The 
first rules regulating future trading were passed by the Chicago 
Board of Trade in 1865 and since that time many changes and 
additions have been made. This has been equally true of the 
New York Cotton Exchange, organized in 1870. Other ex
changes, while assuming the same general form as the two 
leading future markets, have on numerous occasions improved 
their trading rules and methods to the advantage of the entire 
trade. It is not possible or advisable here to trace the many 
changes which have been made nor to fully present the body of 
regulations under which exchanges operate at the present time. 
It will be sufficient simply to outline and briefly describe the 
form of exchange organization and the principal governing 
rules. This will be done for the leading commodity exchanges 
with the understanding that except for minor differences, the 
description applies equally well to all. 

1. THE NATURE OF AN EXCHANGE 

Legal Status of Organized Commodity Eschanges.~
modity exchanges are grgan~ed as corpor~ons. In this they 
differ from the stoCk exchanges of this country, the latter being 
uninoorporateClaSsoci;tions. The corporate status o~m
modity exchange is, however, of a rather distinctive type. 
While its field of business is a commercial one, the same as the -usual corporation, it does not, as an exchange, o~~at~ for 
profi!Jt is formed fortlie-useof its-meiiioers, ilie-income de--147 
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rived from annual dues and service fees being only sufficient to 
meet nece~§~~ expenses. ~-

~. " 

In the usual corporation, anyone who is financially able to 
purchase shares can become a stockholder. But in an exchange, 
the stocrrnOYaers are -the rIlembers; each membership in~tead of 
each share having -one vote and admittance to membership be
ing gained only after permission is granted by the members. 
These differences are important ones. By regulating the stand
ards of entrance, the exchange is able to control the quality of 
its membership. The fact that each membership carries with it 
one vote insures that no one man or limited group of men can 
obtain permanent control of the exchange. This can be, how
ever, a weakness instead of a strength. Not infrequently, in the 
past, desirable changes in methods of trading have been blocked 
because the reform group was decidedly in the minority. Were 
control based upon stock ownership instead of membership, 
progress might have been more rapid. 

In this connection it is of interest to note the form of or
ganization of Japanese commodity exchanges. They, too, are 
corporati~ but the "ii1embers~~_Js_~~tir~r apart from. tile 
ownership of the stock. In Japan the exchange is or~l!g:e.dlor 
profit a~(f the ~t~k is traded in on the exchange just as the 
stock of any other commercial corporation, its price being a 
fairly good barometer of general R~~in,~~itions. The ex
changes are~far more"CloselY regulated by the gqyernnIent than 
in the United States which is. true, also; o{ihe exchanges of 
continental Europe. 

In manY-particulars, the commodity exchange of this coun
try is like any other corporation. It can act as ~_bu_~ness en
tity, hold and transfer property, sue and be sued, use a common 
seal and make such rules and regulations, not contrary to law, 
as it may need to the proper carrying out of its purpose. 
Limitetiability attaches to membership the same as to shares 
of an ordinary corporation and here, too, the liability is the 
same for all regardless of the price paid for the seat. 

Both the Chicago Board of Trade and the N ew York Cot-
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ton Exchange are incorporated by special act of legislature. 
The Chicago Board of Trade was organized in 1848 and in 
1850 incorporated by the State.1 But in 1859 it was incorpor
ated by a special act of the legislature and has operated under 
this act since that time. The N ew York Cotton Exchange was 
incorporated by special act of the legislature in 1871. Most of 
the other commodity exchanges formed in more recent years 
have been incorporated under general membership corporation 
laws. 

Purpose of the Exchange.-In the preamble to the rules of 
the Chicago Board of Trade, the objects of the Association are 
set forth as follows: 

( 1) . to maintain a comme~cial t;xchange; 
(2) to promore·-uriHormity in the customs and usages of 

merchants; .... ------- -

(3jTo inculcate principles of justice and equity in trade; 
( 4) to facilitate the speedY adjustment of busi~isputes; 
(5) to acquire and to disseminaTeViftiible commerCial and 

economic information; and generally, 
(6) to s~re to its members the benefits of cooperation in 

the furtherance of their legitimate purposes:-' .,' 
This statement is an excellent epitome of the original as well 

as the present purposes of the Board. Substantially the same 
statement is to be found in the act of incorporation of the New 
York Cotton Exchange, in the charter of the New Orleans 
Cotton Exchange and in either the articles of incorporation 
or constitution of all of the other commodity exchanges. 

Exchanges are, of course, primarily marke~ces and the 
first purpose in organizing is to provide a common and ade
quate meeting place. But of equal importance is the formula
tion and rigid enforcement of rules of regulation relating to 
commissions, arbitration of disputes, hours of meeting and 
other important matters. Other questions of common concern 
arise from time to time in which joint action is far more effec
tive than individual action. 

S See Taylor, C. R., 01'. cit., Vol. I, pp. 159-160. 
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Exchange -M embership.-Membership on commodity ex
changes is limited to individuals of lawful age and, in the judg
ment of the exchange, of good character and financial stand
ing. As the membership of most of the exchanges is limited in 
number, to become a member it is first necessary to find a seat 
for sale. This can always be done providing the price which the 
buyer will pay is high enough. Having arranged to purchase, 
the prospective member must then file an application, properly 
endorsed, for admittance to membership on the exchange. 

This application is considered by the membership commit
tee .2fJ.h.e exchange and must then be approved by the Board of 
Directors or Board of Managers. This Board of Directors or 
Managers (known on some exchanges, also, as the Board of 
Governors) is the governing body of the exchange and, on the 
Chicago Board of Trade, at least ten affirmative votes from the 
entire body of eighteen are necessary to elect a new member, 
with not more than three negative votes cast. For the New 
York Cotton Exchange, if the Committee on Membership has 
favorably acted upon the application, a majority vote of the 
entire Board is necessary; otherwise, a favorable vote of two
thirds of the entire Board is necessary. 

When an applicant has been admitted to membership by the 
Board, he is required to sign a written agreement subscribing 
to the rules and by-laws of the exchange. If he is a member of 
a partnership (and on some exchanges this right extends to 
officers of corporations), this firm is registered by the exchange 
and becomes entitled to members' rates. Only one firm or cor
poration, however, can be registered for each membership. 
These registered firms, like the members, are subject to regula
tion by the Exchange for any type of unbusinesslike conduct. 

We will review in succeeding sections, the principal rules 
affecting memberships. It is important to note here the general 
nature of a membership, how it may be acquired, what is ac
quired, and conditions under which it may be passed on. As we 
have seen, a membership, or seat as it is often called, is obtained 
only with the approval of the exchange and retained subject 
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to its rules. Any material infraction of the regulations renders 
the member liable to suspension or expulsion, in which case the 
membership privileges are taken away. No~ can the seat be sold 
without oQt~i!ling the approval of the ~ch~ge.This-ispar
ticularly importaritbecause-oTilie member's4inancial arrange
ments. Contracts entered into upon the floor are freely made 
with the belief that the opposite contracting party is financially 
responsible and this belief is based in part upon a knowledge 
that his seat cannot be dispose!1 of without the exchange'S ap
proval. In the event of financial.trouble, or for other reasons, 
a member's seat is to be sold, the first right upon the proceeds 
of the seat is by the exchange itself for membership dues, fees, 
etc. ; next in order are creditor members of the exchange who 
have filed claims growing out of transactions on the exchange; 
any remaining balance is available for common creditors. The 
preferred status of the exchange and its members as here out
lined is well established and greatly aids in rendering exchange 
contracts inviolable. 

In view of these numerous restrictions, the purchaser of a 
seat obtains only qualified ownership of it. Robert Campbell, the 
eminent jurist, describes property "as a bundle of rights, each 
consisting in the right to deal with the subject in some particu
lar manner." "One (or more) of these particular rights, de
tached, as it were, from the bundle and placed in the hands of 
one not the owner," may be described as "special property."2 
Viewed in this light, a seat is property belonging to the pur
chaser but with important special rights in it being retained by 
the exchange. 

2. ORGANIZATION OF EXCHANGES 

The Governing Board.-The form of organization is sub
stantially the same for all of the commodity exchanges. The 
government of the exchange is vested in a body consisting 
usually of the President, Vice-President, and Treasurer of the 

• Campbell, R., The i;;.u;-R~~to-the-Saliiol-C-(fodr;-pa~2fT."Cited 
in Bisbee, L. H. and Simonds, J. C., op. cit., p. 199. 
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exchange, and a selected group of members. This body is 
known as the Board of Managers on the N ew York Cotton 
Exchange. 11 consists of eighteen members and is elected an
nually. On the Chicago Board of Trade, it is called the Board 
of Di~ and is composed of the President, two Vice-PreSi
dents, and fifteen other members, the President, one Vice
President, and five directors being elected annually. 

The Board is the governing body of the exchange having 
final jurisdiction, except in questions voted upon by the entire 
membership of the association, in all irhportant matters. 
Monthly, and sometimes weekly, meetings are held. It is 
charged with the management of the property of the associa
tion; it handles important fina.ncial questions; it may adopt 
resolutions interpreting the rules and regulations. The detailed 
affairs of the association are handled by a number of standing 
committees all of which are appointed by the Board. It also 
appoints the Secretary of the exchange as well as other salaried 
employees. --:-

The Secretary is the principal administrative official of the 
exchange. He has charge of the keeping-ofthe-~inutes of 
meetings, the posting of notices and the preparing and keeping 
of important documentary and statistical records. 

The Standing Committees.-Separate small committees are 
designed to handle particular and detailed phases of the affairs 
of the exchange. They are appointed by the Governing Board, 
frequently from their own membership, and for a term of one 
year or less at the pleasure of the Board. They consist usually 
of three, five, or seven members. The distinctive character of 
each commodity traded in requires a somewhat different group 
of committees for each exchange. Several are. however, com
mon in functi~o-alrof the exchanges such as an exeS!!!ive 
commi~tee. a finance committee, a. committee on Jules and by
laws. a -membership committee, a committee on information 
and stan-stics. a warehousecUrfiinittee. a commissions commit
tee. a committee on arbitration, and a committee on business 
conduct. 

The names of most of these committees serve to describe 
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their duties and it will not be necessary to make a detailed sum
mary of the duties of each. Thus the executive committee has 
"supervision over the property, business and affairs of the ex
change," subject to the governing Board; the finance commit
tee has "general supervision over the financial affairs of the 
exchange" ; the committee on rules and by-laws advises on mat
ters referred to it concerning changes or interpretations of 
rules; the membership committee receives, hears and passes up
on applicants for membership, subject to approval by the 
Board; the committee on information and statistics is charged 
with general supervision in the preparation and suitable dis
play of trade and exchange data; the warehouse committee 
supervises the work of the inspection bureau and the care and 
disposition of the supplies of the actual commodity involved 
in deliveries. The remaining three committees named deserve 
more extended description. Their work is based upon carefully 
drawn provisions in the body of rules. They will be discussed 
in connection with these rules in Section 3. 

Departments.-The actual work of the exchange is divided 
into a number of departments which are usually subject to the 
general supervision of one or more of the committees just 
enumerated. Thus the Chicago Board of Trade maintains, in 
addition to the Secretary's Office, a Sampling Department, an 
Inspection Department;1l Car.JIlspf!cfipn J)ep~-ifment,a Weigh
ing Department, a-Cust~~~3:l! pep~t1f!1t'!ntL~ Transportation 
Depaffm~ni::-aM"ar~(.!e'po!tDep~~!.l!tJ_a... Warehouse De
partment, a New-Building Fund Department, and a Promotion 
Department. MosCor-these departments, it will be observed, 
are maintained in connection with the actual handling of grain 
and provisions, their work being mainly in connection with 
the cash rather than the future phase of the business of the 
exchange. 

3. RULES AND REGULATIONS OF EXCHANGES 

Need of Closely Druwn Rules.-Few, if any, organizations 
have a more detailed or drastic bodYQf rules to govern them 
than our organized commodityex~hanges. The nature of their 
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business requires this. An exchange is not composed of one sin
gle enterprise but instead joins together hundreds of individual 
business entities each represented by one or more memberships. 
These various firm~_an4_ inciiyiQ.J,gts _!!rd~LInQSLinsta..ru;es· }{een 
t.9.mpetjtors. Some represent merchahts, some- shippers, some 
exporters, some manufacturers. Many are simply traders, or 
brokers for other traders, in and out of the market continually 
and to large amounts. The force of competition here as in any 
other line of business develops-froiinrmeto time sharp prac
tices which must be regulated. 

The form of organization of· an exchange also necessitates 
closely drawn rules. It is an open market where all bids and 
offers are publicly made within limited trading hours. There is 
no opportunity here as in private transactions of cultivating 
business contacts or of using tact or diplomacy. Trades if made 
at all must be freely and instantly made in which the record at 
the time of contracting consists of not more than a half dozen 
words legally binding the parties thereto and for sums amount
ing to tens and not infrequently to hundreds of thousands of 
dollars. A representative day's business on the Chicago Board 
of Trade involves the exchange of contracts having an aggre
gate value of over $50,000,000. Highly developed competition 
of this type demands detailed and exacting rules. 

Rules Governing Business Conduct.-The rules of ex
changes· divide themselves into two categories: (1) those 
which are restricti~ohibitive in character and (2) those 
which prescribe methods of procedure. We will outline in-this 
section the m~re important of the former group. The require
ments of the Chicago Board of Trade will be used though the 
rules of other exchanges are very similar. 

Irregular Trading.-~ member shall make a fi~ous 
transaction or give an order for the purchase or sale of com
modities the execution of which would involve no change in 
ownership. Nor shall any member manipulate prices or comer 
or attem.£!.jQ.S-<)Jner the market in any cOmniodity. Further
more "purchases or sales of commodities or offers to purchase 
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or sell commodities, made for the purpose of upsetting the 
equilibrium of the market and bringing about a condition of 
demoralization in which prices will not fairly reflect market 
values, are forbidden." These with other rules of lesser im
portance are designed to assure for the legitimate trader an 
open market reflecting at all times fundamental supply and de
mand conditions rather than artificial factors. 

Bucketshops.-In this same general field are to be noted the 
exchange rules relating to the bucketing of orders. These, too, 
are designed to assure an open and real market. Upon their 
enforcement, the exchanges have spent many years of effort 
and many millions of dollars. "N~ember shall be directly or 
indirectly interested in or associated in business with, or have 
his office directly or indirectly connected by public or private 
wire or other method or contrivance with, or transact any busi
ness directly or indirectly with or for 

(a) Any bucketshop; or 
(b) Any organization. firm. or individual making a practice 

of dealing on differences in market quotations; or 
( c ) Any organization, firm, or individual engaged in pur

chasing or selling commodities or securities for customers and 
making a practice of taking the side of the market opposite to 
the side taken by customers." 

General Rules.-There are a number of other rules outlin
ing specifi~ffenses such for example as prohibi!ing the circu
taEQn of.nuno~ sensational character, prohibiting the ac
ceptance of discretionary orde.rs by employees, and failure to 
appear and testify before a committee. But these are also cov
ered in an indirect manner and far more effectively by a group 
of broad and sweeping general rules which apply with equal 
force to every type of irregular conduct. These general rules 
are to be found in the regulations of all of the organized com
modity and stock exchanges. Taken together they constitute a: 
set of standards which if properly enforced exact the most 
exemplary conduct. These rules in summary form follow: Any 
member may be suspended or expelled if he is guilty_ of: 
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I.-A mis&tate~nt upon a material point to the Board or 
to a Standing or Special Committee. 
2.-Reckl~ss or unbusinesslike dealing. 
3.-Attempted extortion. 
4.-Fraud, dishonorable, or dishonest conduct or of conduct 

or proceedingsT~onsistent with just and equitable principles 
of trade. 

S.-Any act which may be detrimental to the interest or wel
fare of the Association. 

The enforcement of the rules regarding business conduct 
which we have outlined in this section rests with the Governing 
Board. It is usually aided, however, by a standing Coniinittee 
011 Business Conduct whose duty it is "to consider matters re
lating to the business conduct and financial condition of mem
bers and their customers' accounts; and to-obse~~- the course 
of transactions on the -Eicliang~-in order to determ!ne whether 
resort is being .had to improper transactions." Any member or 
special investigating com..wittee appointed for that purpose may, 
however, bring chirges against a member for any violation of 
the rules. 

The accused member is entitled to a trial before the Board 
though he may not be represented before this or any standing 
or special committee by professional counsel. If guilty, the 
penalty is usually either suspension for a period of time, dur
ing which the privileges of the exchange are withheld from the 
member, or expulsion. The former usually requIres a majority 
vote of the Board and the latter a two-thirds vote. To rein
state a member suspended for violation of the rules requires 
either a majority or a two-thirds vote of the Governing Board 
depending upon the nature of the offense. Final action by the 
Governing Board in expelling a member permanently bars him 
from membership. His seat is sold under the direction of the 
Board and the proceeds given to the expelled member after de
ducting all indebtedness to the Association and to the members 
growing out of business on the exchange. 

Rules Regarding Commissions.-It was no mere coincidence 
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that the first written agreement to be drawn up in this country 
between stock brokers should relate to commissions. This agree
ment. entered into in 1792, bound together the group of trad
ers who inaugurated the New York Stock Exchange. It read 
as follows: 

We, the Subscribers, Brokers for the Purchase and Sale of Public 
Stock, do hereby solemnly promise and pledge ourselves to each other 
that we will not buy or sell, from this day, for any person whatsoever, 
any kind of public stock at a less rate than one-quarter per cent com
mission on the special value, and that we will give preference to each 
other in our negotiations.s 

This compact would serve as well today as the day it was 
drawn as an effective commission law. It was designed, as are 
present-day commission rules. to serve two purposes: (1) to 
prevent competing brokers from cutting or rebating commis
sions, and (2) to give preference to members over nonmem
bers. 

Like the New York Stock Exchange. every stock. and com
modity exchange has given a prominent place in its rules to the 
subject of commissions. Commissions constitute the livelihood 
of most of the active members. AlI-eiclianges--have rufes -fu:ing 
minimum rat(!s wIiicli ~~~bers may charge. They may charge 
more than these rates if. they choose but not less. As a iiife~~ror 
commodity exchanges. a trade executed by a member for an
other member requires only half the commission charged to 
nonmembers. Thus the commission upon the Chicago Board 
of Trade for grain futures is one-quarter of one cent per 
bushel (or $12.50 per 5,000 bushel contract) to nonmembers. 
This is for a complete trade or round transaction of purchase 
and sale. Members having their trades executed by another 
member pay only one-half this amount or $6.25 per 5.000 
bushels. For cotton futures. the minimum rates for a purchase 
or a sale to nonmembers and members are $12.50 and $6.25 
respectively per 100 bale contract for trades made at a price not 

• From Meeker, J. E., Tie Worlr of thl! Sloelr Eschaflgl! (rev. ed.), 
Ronald Press, N.Y., 1930, p. 63. 
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exceeding 25; per pound, and increases of $2.50 and $1.25 
respectively for each five cents or portion of five cents above 
25; per pound. These rates apply to trades made on the New 
York and New Orleans Cotton Exchanges as well as the Chi
cago Board of Trade. 

A partnership having one or more general partners member!.: 
of an exchange thereby becomes a registered or member firm 
of the exchange and is entitled to the same commission rates as 
members. Furthermore, the rules of all of the commodity ex
changes extend this privilege to all branch offices of member 
firms if these branches are identical in name and interest with 
the parent concern. Close supervision is exercised over these 
branch offices as well as the parent firms to see that there. is no 
evasion -OL!1I!:_c;2!l!gti§§~Q!l_I~V\T_tlor any irregularities in meth
ods of obtaining or transacting their business. For their con
duct the exchange member is held entirely responsible. 

Formerly, only partnerships were permitted the privilege of 
member rates. A change in the rules, which promises to extend 
to all commodity exchanges, has recently been made by some 
of the exchanges offering corporations the advantage of mem
ber rates. This action has been taken by the Chicago Board of 
Trade, by the newly organized National Raw Silk Exchange, 
the National Metal Exchange and certain of the other ex
changes. To become a registered corporation, an executive of
ficer must be a member and the corporation must agree to live 
up to the rules of the exchange just as any firm would do. 

All forms of indi~i0!l.h~"ing f()r.~e}"r:j>urp?~~_"~~!>ating, 
splitting of commissions or in any manner reducing commis
sions are f~"rbidden. These rules indu<te ih-epaying of special 
expenses; "emploYIng of clerks at unusual salaries, entering into 
agreements to give reciprocal business. The immediate enforce
ment of the rules regarding commissions is in the hands of a 
Committee on Commissions with general supervision exercised 
by the Governing Committee. 

Arbitration of Disputes.-Disputes arising between mem-
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bers, if incidental, are ordinarily settled by referring them at the 
m~ment to. some disinterested .... ~~serve~.?:. ~iIl1p~y .. ~~.P.Ei~ a 
COlD. Such IS the case where a mlsunderstandmg occurs between 
bUYer and seller re~rding the' price or amount of a trade. But 
in the course of business deaGngs, controversies'ocC';sionalty 
arise which cannot be so easily adjusted. For these cases, the 
rules of the exchanges usually provide for a Co~~t!e~.,~f 
Arb!!!.~tio~ and a Committee o!..~peals to whom members 
may apply for a settlement O"rtheir difficulties. The rules pro
vide that members may submit their dispute if they desire; but 
they are not compelled to and may, if they wish, tum to their 
remedies at law! If they choose to refer their case to the Com
mittee on Arbitration each party must sign and file with the 
Secretary of the Exchange a written agreement to arbitrate the 
dispute and abide by the decision. A da!e is then set for a hear
ing and the parties notified to appear. The facilities for arbitra
tion are also available for nonmembers if they choose to avail 
themselves of them. 

At the hearing, the Committee receives evidence submitted 
by the parties. Outside witnesses may also be brought in to tes
tify. Under the Chaffer oBhe Chicago Board of Trade power 
is given to the Committee to "administer oaths to the parties 
and witnesses, and issue subpoenas and attachments compelling 
the attendance of witnesses, the same as justices of the peace, 
and in like manner directed to any constable to execute." Simi
Jar authority is granted by N ew York State in the Charter of 
the New York Cotton Exchange and certain of the other com
modity exchanges. After the evidence has been received and 
duly recorded an award is made which if not appealed is final 
upon the parties. If an appeal is taken within a prescribed time, 
the Committee on Appeals will review the evidence in the case 
and make an award which is final upon all interested parties. 
This award (or that of the Committee on Arbitration where no . 

• On some of the exchanges, either member requesting requires the case 
to come before the Committee on Arbitration; on others, both members' 
must be willing to submit the case. 
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appeal is made), if in accord with the laws of tl:IeState and of 
the United States, may be filed with the clerk of the appropri
ate court and an execution will be issued by the court. Cases 
so decided by the exchange thus assume the fo~ce of law upon 
the members and have consistently been upheld by the courts. 

4. SUMMARY 

The organized commodity exchanges of the United States 
are corporate bodies empowered to act in many particulars as 
any commercial corpoiau6ii.~'"TIIeir form of organization is dis
tinctive, however, in that it does not operat~!9rI>!"ofit, provides 
for v0t:.!!!g according to membersfiiprather than shares held 
and closely conditions all purchases of memberships. The pur
pose of an exchange organization is mainly to provide a meet
ing place and a code of rules under which all may operate with 
equal and equitable rights. To this end, also, the admission of 
new members is closely qualified. Special rights with respect 
to the member's s~ are retained by the exchange outlining 
the member's commercial conduct and financial status with 
respect to the exchange and to the other members. 

The internal org~~ation of exchanges consists of a body of 
officers, a group of standing committees and an apportionment 
of operating detail into a series of depa!!!!tents. Ultimate 
responsibility rests largely with the standing committees headed 
by a Governin~mmittee which exercises general supervision 
and retains final authority on all important matters. Trading 
procedure and standards of conduct are prescribed in a detailed 
set of rules and by-laws, the enforcement of which is dele
gated to the various standing committees. Thus there are rules 
prohibiting certain types of trading methods, others prescribing 
minimu'"iil commissions to be charged and others outlining pro
cedure in the settlement of disputes. A 'group of all-inclusive 
general rules makes acts of any kind punishable by suspension 
or expulsi";;i1 if they are contrary to just and equitable principles 
of trade or affect the welfare of the Exchange. 



CHAPTER X 

TRADING PROCEDURE 

In the chapters preceding the present one, we were con
cerned with the nature of the future contract together with 
certain basic information necessary to an understanding of its 
use. This included material on the evolution of future trading, 
a survey of present-day facilities for trading, a digest of im
portant trading rules, and an epitome of the marketing process 
in the important commodities of grain and cotton. We learned, 
in particular, that future contracts a~~Lm'!Lllly_<tS_.a means 
of speculation or as a ~ans-orhedging; that trading in these 
contractS IS maintamed on ilIiiiiied number of exchanges; 
that these exchanges do not themselves trade but are operated 
by their members who trade either for their own account or, 
on a commission basis, for otJ,lers; and that these members are 
subject to a procedure and discipline very rigidly drawn. 

\Ve are now in a position to trace, in some detail, the trad
ing procedure of commodity exchanges: to visualize the ex
change in operation. Having a knowledge of the form and out
ward methods of trading, we will then be in a position to 
analyze the uses to which these methods are regularly applied. 

1. THE OPERATIONS OF TRADING 

Placing an Order.-Let us assume, as a point of departure, 
a comparatively simple though typical illustration of a future 
trade. A. V. Brown is a Chicago business man. He has a natural 
interest in agriculture, in that it affects his business at times, 
and has some knowledge of the current situation in the grain 
market. He decides to buy a contract in wheat futures believ
ing wheat will sell higher within a few weeks. It is the eighth 
of February and he phones his broker, member of a commis
sion finn by the name of Lee and Company, to buy 10,000 
bushels of May wheat futures at the market. 

161 
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His broker taking the order writes on the pad, "Buy 10 May 
wheat at the market, account A. V. Brown." He then assigns a 
number to. the order as a means of simplifying its handling 
and hands it to a clerk. The clerk stamps the exact time on it 
using a 10-second time clock and phones the order by private 
wire to the floor of the Exchange. Here it is received by an 
employee of the firm who occupies one of the numerous tele-

B 

/0 

RAYMOND 6 lEE. 01 CO. -
phone booths that line the 
walls of the Exchange. This 

~ 19.!t/s1) " telephone clerk writes on his 
pad "Buy 10 May wheat, 
rnkt," adds the account num
ber, and passes the slip to the 
commission firm's represen-

I~IY. U.hg __ ~ 113%~ #1,/ 

tative in the pit. 
Execution of an Order.

The pit broker receiving this 
order devotes his entire time 
to the buying and selling of 
wheat futures. Another is 
employed in executing orders 
in corn futures and still an
other perhaps in the other 
grains. Among some of the 

FIG. 4.-Pit broker's trading card. larger firms, the wheat fu-
ture business is further di

vided by futures. Lee and Company's broker is thus thor
oughly familiar with the market in May wheat. He knows the 
bid and the asked price, the movement of the market that day, 
and through long experience he is able to sense somewhat the 
tone of the market: whether strong or weak. He turns, accord
ingly, to the wheat crowd and cries, "Buy 10 May at a quarter." 
Noone accepting his bid, an instance later he cries, "Buy 10 
May at three-eighths." Failing acceptance he makes a third bid, 
"Buy 10 May at a half" and instantly a trader across the pit 
answers, "Sold. It 
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Lee and-Company's broker now writes on the buying side 
of his trading card: "10 M.W., Flack Bros, 138;0 #43." 
This entry is shown in Figure 4. These trading card entries 
constitute a continuous record of the pit broker's trades during 
the trading session, the reverse side of the card being used for 
sales. He then enters the purchase price on the phone clerk's 
slip; this is handed to the clerk who telephones the price by or
der number back to the office. Here it is entered on Brown's or-

.~ MEMORANDUM 

....- ~,/Jd ~ 
"f. y'~ I RAYMON~:.h~~~S.o· 

WE MAVE THIS DAV BOUGHT"", YOUR ACCOUNT AND RI~ 

I I I 
FIG. S.-Customer's confirmation of purchase. 

der and the time again stamped on it. A confirmation of pur
chase will then be mailed to Brown (Figure 5). Brown is now 
long 10,000 bushels of May wheat futures bought at $1.38;0 
per bushel in which any increase in price (if the trade is closed 
out) will accrue to his profit and any decrease will incur a. 
loss; and in all perhaps 2 minutes were consumed in handling 
the trade. 

Let us return to the trading floor. When Lee and Company's 
pit broker received this order May wheat was being bid 
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$1.38;4, asked $1.38~. But at that instant buyers were more 
insistent and a trifle more anxious to buy than sellers to sell. 
Perhaps Lee and Company's broker, or perhaps someone else, 
sensed this fact, quickly took the initiative in order to be sure 
of his purchase and bid an eighth higher. Only a trade or two 
were made at three-eighths and a few sellers began offering at 
five-eighths. Immediately bids (including that of Lee and Com
pany) were made at $1.38~. At this figure there were several 
acceptances including the trade which we have been tracing
but still some buyers bidding one-half failed to buy all they 
wanted and the bid moved to five-eighths with a "few new and 
higher offers coming forward at three-quarters. But at five
eights the demands of the buyers were met with some offers 
continuing at that figure. Immediately bids began to appear at 
one-half again. A few seconds later more offers accumulate 
and trades are being freely made at one-half and some at three
eighths. 

So the market moves up and down in immediate response 
to the orders and estimates of traders ready to buy or sell. It 
should be observed here that we are tracing simply the outward 
form of trading. To know the underlying and fundamental 
causes of market movements in price we need to go back of 
these bids and offers to those sending in the orders and inquire 
into the factors motivating their actions. This is a much more 
difficult problem though far more worth while. Price and the 
factors affecting price constitute the central theme of every 
business venture. But we cannot inquire into these broader as
pects of future trading, at least to best advantage, without first 
knowing the forms and processes of trading. 

On some of the larger exchanges, and especially upon the 
Chicago Board of Trade, the practice of signaling price as well 
as amounts has long been in vogue. This is a supplement to bids 
or offers made by open outcry and is used, of course, during 
periods of intense trading. At such times the cries of traders 
to make themselves heard develop into a deafening uproar and 
the signaling of prices as well as amounts becomes necessary 
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for certainty in trading. There is in this signaling, too, a meas
ure of emotional display: some assume the role of the stoic 
while others wildly gesticulate in an effort to convince their 
adversaries of the genuineness of their position. Amounts are 
conveyed with the hands in an upright position while prices are 
denoted by the hand held in a 
horizontal position as shown 
in Figure 6. 

Legal Conditions Relating 
to an Order.-In placing an 
order such as the one we have 
just reviewed, certain legal 
relationships between broker 
and customer are automati
cally set up. Of primary im
portance is the fact that the 
customer's order to the com-
mission firm to buy or sell 
makes of the latter an agent 
in the transaction. It becomes 

PIIIQ\CODE 

FIG. 6.-Price signals used in 
floor trading. 

the agent of the customer and is bound by the law of agency 
to act with due care and diligence in carrying out the principal's 
orders. Having done this, responsibility of loss rests with the 
customer. It is also assumed by both customer and firm that 
the latter will act in accordance with the rules of the exchange 
with which it is associated and according to its customs and 
usages. 

Thus with reference to the rules, all exchanges provide that 
members may buy or sell only during trading h~qurs. These 
hours are limitea: on the grain future exchanges usually to the 
period from 9:30 A.M. to 1:15 P.M. and on the cotton ex
changes, as well as most of the other commodity markets, to a· 
five hour session from 10:00 A.M. to 3 P.M. The oJU.ect in so 
limiting the period of trading is two-fold: (1) to concentrate 
all PUIf4l1.~~~.;t!ld. sales. within a limited. P~r:i9d and thtlsiSsure 
the advantage of a continuous market, and (2) to allow for 
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sufficient time outside of trading hQ~rs to permit brokers to 
complete-tlll~'accoimting and office routine incident to trading. 
The rules of exchanges also provide that members shall trade 
only in the open market and the place provided for this is at 
the pIt or -ring:-Ev~ry exchange also has rules providing for 
the making of bids or offers by open outcry so that all may have 
equal advantage to accept or refuse. These rules are designed 
to assure for all members and their customers a free and open 
market. 

A broker is required to abide by the rules of the exchange 
with which he is a member and these, as we have already seen, 
are minute and comprehensive. In so far as they indirectly af
fect the customer, he too is responsible. That is to say, every 
trade which he makes is either by usage or luU:xpliciUgree
ment subject to the rules, and-by-laws of his broker's ex
change.1 As an example, a buyer of coffee futures cannot re
fuse to receive, during the month of delivery, a parcel of coffee 
of a grade unsuited to his purpose, provided it is among the 
deliverable grades as laid down in the rules of the Exchange. 
He is expected by his commission firm, and legally bound, to 
observe the rules and customs of the exchange with which the 
firm is associated. 

Bearing on the subject of customs or usages, while these are 
binding upon both broker and customer, they are less explicit 
than written rules and are, therefore, open to interpretation. 
For this purpose, disinterested though well-informed opinion 
must be relied upon to determine the exact nature of any par
ticular custom. Thus in our order by Brown to purchase 10 
May wheat at the market, what constitutes "at the market" 
must usually l,>e determined by trade practice rather than writ
ten rule. If the broker has exercised due diligence and care in 
executing the order and has followed the usual procedure he 
cannot be held responsible regardless of the price of execution. 

Margin Requirement.-When a customer buys or sells a 

• This clause is frequently printed on the memorandum of purchase or 
sale sent by the broker to his customer. 
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future, he enters into a binding agreement to purchase or sell 
the amount of the commodity stated sometime during the 
month specified in the contract. Thus in our illustration A. V. 
Brown agreed on February 8 to buy 10,000 bushels of wheat 
sometime during the month of May at $1.38 ~ per bushel. This 
being a binding contract and involving a considerable sum of 
money, the parties thereto are likely to want some guarantee 
of financial responsibility. This usually tak~ the form o( a 
deposit c;f cash or coll~teral calle~ .. 

The number and nature of margins required is dependent 
upon the character of the trading done. In our illustration, 
Brown bought through his firm, Lee and Company, from an
other member operating in the pit. This other member repre
sented the firm of Flack Brothers, which was likely also acting 
for a customer who desired to sell 10 May wheat. We will call 
this customer J. H. Ralph. Then in diagrammatic form the fol
lowing trade bas taken place. 

LEE & CO t-_-==--, FLACK BROS. _ ..... 
MEWB£R FIRM 

1----PPIT 

FIG. 7.-Diagram of the course of a trade in futures. 

Here the ultimate buyer and seller appear as Brown and 
Ralph. Yet it is clear that these two did not deal with each 
other and, since the two commi~sion firms do -not -need-and 
-----~ -"" 
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in practice do not disclose the names of their cusJomers, ul
timate partiesTo'lneco;tr~ct cannot hold ~ach other respon
sible. Instead Brown looks to his firm for the carrying out 
of the contract with respect only to Flack Brothers and Ralph 
depends upon his firm to fulfill the contract only as far as Lee 
and Company. But even here it must appear that the two 
firms do not know whether the other i~ dealil1g f()r. it~_~wn ac:. 
counforforthe account of a c.!lstQIller. Accordingly they look 
upon each other, and have the-legal right to do so, as principals 
and each holds the other responsible for the trade wlletfi~ the 
customer proVestrustworthy'''Oc' not .. This is the practice upon 
all exchanges: members regard each other as principals in all 
trades for nonmembers and in all trades for other members 
where the real principal is not disclosed.2 

It follows from this practice that a maximum of four mar
gins might be required in our example. Lee and Company 
might ask of Flack Brothers a deposit to insure fulfillment of 
the latter's sale. Flack Brothers in tum might ask for a mar
gin from Lee and Company, both margins to be deposited with 
a bank or clearing house as a third disinterested party. Both 
commission firms would then turn to their customers for a de
posit to assure ultimate performance and their two margins 
would be deposited with the respective houses. Margins from 
customers are regularly exacted by firms. They do not as a rule 
exceed 10 per cent of the market value of the contract and in 
practice are usually somewhat less than this. It should be ob
served, also that Brown's deposit is in no sense a partial pay
ment on the contract since no purchase has as yet been made. 

• There is a distinction between a commission merchant or factor and 
a broker. The former usually conducts his principal's business in his own 
name and assumes full liability as a principal against third parties as long 
as his principal's name is not given up; the broker in contrast does not 
conduct his principal's business but simply seeks for him a buyer or seller 
and gives up his client's name. See Dewey, T. Henry, A Treatise on 
Contracts fo,. Future Delivery and Commercial Wagers, p. 232-33. Firms, 
doing a general nonmember customer busines are commission merchants 
or factors rather than brokers. 
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Only an agreement to buy and sell has been entered into and 
the margin serves only to assure performance. 

\Ve will consider the status of margins between brokers and 
how they are adjusted together with certain other inter-broker 
relationships in the chapter describing the clearing of future 
contracts. Let us consider here more fully the situation between 
the customer and his commission house as a result of the plac
ing of a margin by the former. Here the fiP.r!be~()~~_~ple.dgee 
and its customer a pledgor with respect to this deposit of cash 
or co~-r:ar.-Accordingly the firm is expected to exercise the 
same care_ over these funds that any pledgee under the law 
would exercise and to return the deposit in the event the cus
tomer closes his account. The deposit is subject, however, to 
any claim by the firm on the customer growing out of any 
transactions. This is most likely to arise, of course, in an ad
verse market movement. Here the rules of the exchange usu
ally provide that when the commission merchant deems the 
margin inadequate he may requir!,. additional margin and, fail
ing to receive this within a reasonable time (WhiCh, in an emer
gency, may be only a few minutes), he may close out the cus
tomer's trade or trades to protect himself. If, however, the firm 
fails to close the trade before the margin is entirely gone so 
that after closing it remains liable to other firms, the customer 
likewise is legally liable to his firm to an equal extent. This is 
a fact well established by the court but too often learned by 
customers through practical experience. 

Closing (J Trade.-\Ve can now briefly treat of the steps in 
closing a trade. The purchase by A V. Brown through Lee and 
Company of 10 May wheat can continue to be employed to 
good advantage. This purchase was made on February 8th at 
$1.38~. Brown is required to put up a margin of 13 cents per 
bushel or a sum of $1,300. He may now follow one of two 
courses: (1) either hold his purchase until.the roontho£-Ma.y 
ar~s, .receive the actual gram an~L~l~~chandise. it. ashe. sees 
fi1._ or (2) he may sell out his future at any time'he desires 
within the life ot.the-::luiuie:-Of course if' he delays until May ---
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arrives he is {'unning the risk of the seller delivering to him 
any day during the month, an option granted to the seller in 
the contract., :r't is highly probable Brown will sell out his fu
ture and sometime before the month of May. It will be re
called from data presented in Chapter VI that over 99 per cent 
of all wheat future contracts are so offset. 

We will assume then that Brown sells out on March 8, just 
one month Jater, at $1.34j4. He would again receive a con-

~4{"""L I~ 
"'-".".,.,.ct4 SJ." ((I ~;r-J.r 

s. RAYMOND ~, ltt & co. 
Nr.c-ct4~<# f.Y'~ 

-~~ - /o;r7 -Lc--fr /.1j'~ /,; ;'Si. -

- /O;r{7...Le-y,.... /JI'? /J "" f-

tS~ (,.1 ~ - ~.rl-... 
.A 

j'~ ....... v- tfn ~ 

FIG. 8.-Customer's account of purchase and sale. 

firmation (see Figure 5), in this case of a sale giving the com
modity, amount, price and value and the party to whom sold. 
Shortly thereafter he would be mailed an "Account Sales" or' 
what is popularly known as a P. and S. (purchase and sale) 
slip. This would include the entries as shown in Figure 8 and 
constitutes a record of a round transaction showing net profit 
or loss. A Federal sales tax is charged the customer as well as 
a commission on the round transaction by the firm. Brown's 
loss thus amounted in this trade to $451.35. 
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Brown may now close his account and withdraw the balance 
of his margin if he wishes since his purchases and sales offset 
each other and in their fulfillment with respect to other firms 
will be guaranteed and handled by his commission merchant in 
the capacity of a principal. If Brown does not close his account 
he witt receive a monthly statement giving the status of his ac
count as of the close of the month. Let us assume that he 
bought 10 July corn at 86 cents per bushel on March 24, that 
an additional margin of $2,500 was deposited with his com
mission firm, and that he bought on the New York Cotton Ex-

RA~MOND 8.. LEE & COl -~(N 
- A.r:1J'-"/ 

-~j4. 

FIG. 9.-Customer's monthly statement. 

change, of which his broker is a member, 2 contracts (100 
bales or 50,000 pounds per contract) of July cotton at 19.22 
cents per pound. His monthly statement would then appear as 
shown in Figure 9. 

Customer's Accounts.-As we have already seen, the orig
inal record of all future transactions is the pit-broker's trading 
card. From these cards or from separate memoranda returned 
at the time each trade was made, a day book known as the 
blotter is prepared. Upon it are entered each trade giving the 
amount, future and commodity, price, from whom bought or 
to whom sold and for whose account. From the blotter each 
customer's trades are posted to a Customers Option Ledger 
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(known also as "Customers Contract Book") in which are 
listed the details of each trade alphabetically by customers. 
Columns are provided here for the entering of the purchases or 
sales price by futures with the date and a column for a record 
of the date on which an "Account Sales" was made up. Usually 
one line is used for each contract (e.g., cotton for each 100 
bales or grain for each 5,000 bushels) so that one can tell at a 
glance what trades have been closed and the amount continuing 
open for each customer. It is the usual practice to close the 
oldest open trade where a purchase or sale offsets only a part 
of the customer's position in a given future. 

From each Customers Option Ledger the open trades are 
transferred to his Margin Card, entering the amount and fu
ture with the original purchase or sales price (adjusted to in
clude commission) and the present market price. From these 
two prices an extension of profit or loss on each amount is cal
culated and deducted or added to the customer's original mar
gin. The margin clerk can then tell at any time the number of 
points the market may move before an additional call need be 
made. Necessarily this margin record must be kept up to date 
to be of value. From the Customers Option Ledger are also 
prepared the "Account Sales" or P. and S. slips already de
scribed. These, of course, can only be prepared as trades are 
closed. 

The net profit or loss shown is then carried to the Customers 
Ledger and there credited or debited to the appropriate ac
count. All cash margin deposits are also credited to the cus
tomer on this ledger and all withdrawals debited. It is of in
terest to note here that in neither the Customers Option Ledger 
nor in the final Customers Ledger are total values shown, i.e., 
cost of purchases and proceeds of sales. Instead a system of 
differences is employed which in the option ledger omits a fi
nancial entry altogether and in the final Customers Ledger 
shows only the net difference between purchases and sales or 
sales and purchases. This plan is adequate for the reasons that 
purchases and sales are contingent upon ultimate delivery to be-
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come executed contracts, and until such time no realized money 
value will change hands. Furthermore, in almost all cases in
volving hedging or speculation, the contracts will be offset be
fore the time of delivery in which case the net difference is the 
only realized value involved.s 

Customer Taking or Making Delivery.-We mentioned 
above in our illustration that a customer who has purchaseq a 
futu~e)lasth~ ~!~emativ~ oJ later cI9~!ng iu(ihis" long p(}sition 
by an offsetting sale or of waiting until the month of delivery 
and receiving the amount. of actuaLcom~odity called for. 
While the vast majority of trades are offset, it is not uncom
mon at all for customers to accept the actual commodity or if 
short in the market to deliver the actual commodity. If they ac
cept delivery they then have the responsibility of directing what 
shall be done with the commodity. It may be sold in the spot 
market where located or shipped elsewhere. Very frequently it 
is held to be delivered upon a future sold for the current or a 
later mon1lLIra-sale of a future has "been made upon which 
delivery is planned, the customer must then acquire the neces
sary supplies in the local market or elsewhere and see that it is 
shipped and placed in a "regular" warehouse in time for de
livery.· These -duties the customer need not personally carry 
out, however, since the services of commission firms are avail
able; but he is responsible in di;ecting lIisnrm"foac(irur~~--.. -'"'~-. 

summg all of the attending storage, transportation, insurance, 
handling and incidental expenses. 

An understanding of the procedure involved in making or 
taking delivery requires some consideration of the handling of 
trades through the clearing mechanism and this latter subject 
is to be considered in the following two chapters. We will need 
to limit our discussion here to points relating solely to the prac
tice as it relates to the customer. We have already observed 

·Cf. Todman, F. S., Wall Street Accounting, Ronald, N.Y., 1921. 
• In certain conditions of emergency. delivery is permitted on track at 

the delivery point. In certain instances, delivery has also been permitted 
from other than "regular" warehouses though this is rare. 
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that when a customer sells a future through his broker the 
identity of the ultimate party on the opposite end of the con
tract is never determined. For this reason, when the customer 
is ready to make delivery upon the contract he simply informs 
his own broker treating him as the other party to the contract. 
giving to him either the warehouse receipt for the proper 
amount or a check for the balance of the contract price. The 
customer's position is then closed out with respect to his broker. 
an account sales is rendered by the broker showing the details 
of the complete transaction. Figures 10 and 11 show the usual 
form of warehouse receipt for grain and for cotton. 

tlU!.t!S~1B~:!m!t DlO,~'~31qm ~l.. N! .0 
~~~----"'~-

FIG. lO.-Warehouse receipt for grain. 

Similarly where a customer has bought a future and intends 
to accept delivery, due to the fact that the specific identity of 
trades cannot be traced through brokers, the customer will look 
to his broker for the making of ddivery of the warehouse re
ceipt. When notified that it is ready to be taken up, he will pay 
the balance on the contract price and receive the actual ware
house receipt if he so desires with an account sales. 

We have now reviewed some of the detail and legal obliga
tions in the handling of a future trade for a customer. In the 
accounting procedure, only an outline description has been pre
sented and this only with reference to accounts immediately 
concerned with the customer. Another set of commission house 
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records is concerned with inter-broker relations and this can 
be reviewed to best advantage in connection with the subject 
of clearing future trades. 

2. KINDS OF ORDERS 

There are three kinds of orders commonly used by custom
ers in buying and selling futures. They are the "a~Ul~m-.¥
ket" order, the "limited" order and the "stop:loss" order. These 
~ --.,oa_" ........ -" .. ~ . 

same three types of orders are also employed in the buying and 
selli~ of ~s ~nvolving exactly the same procedure in exe-

FI~ ll.-'Varehouse receipt for cotton. 

cution and constituting the method by which the vast majority 
of all trades is made. Because of their popular use and be
cause they are not infrequently misunderstood to the financial 
regret of the user these three orders deserve more than passing 
mention. There are also several special orders, qualified in one 
or more ways, which will be reviewed briefly because of their 
occasional use. 

At-tlle-Alarket Order.-In the illustration in the first section 
of this chapter an at-the-market order was employed. It read 
"Buy 10 May wheat at the markeL" The commission merchant 
entrusted With the execution of this order has a two-fold re
sponsibility: (1) to act with due care and diligence as the le~ 
agent of the customer and (2) to act according to the rules and -
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customs of il?-e exchange of which he is a member. Since no 
price is stated in the order it may be executed at any figure so 
long as the broker faithfully meets his double responsibility. 
The market for May wheat is changing every_instant of the 
trading session, this the customer knows, and it is, assumed 
that in using this type of order he is willing to forego a meas
ure of price uncertainty for the sake of promptness in execu
tion. An at-the-market order means, then, to buy or sell as 
quickly as possible a~!he1:lest.lrr.ite.-obtainab1e under ~r
cumstances.-The order must be sent at once to the pit and,'upon 
its receipt there, must be executed at once by the pit broker. 
For the broker to purposely delay execution even with the ex
cellent intention of. obtainingrof-nis-customera more fa
vQjab~p'rice is t()_ope~IY_YiQla1ilh_e_J:onditio~s-J)Lth~-~;;;der. 
On the other hand, there are times when the volume of trad
ing is so large that orders cannot be promptly executed. These 
are almost always periods of rapidly changing prices also. At 
such. times the at-the-market trader must be prepared for un
usuaIJ?!:.icee)(C!"c"uti~ns. .--- ---.-------- -. -.-'- . 

Pr~mptness is more im~tant than price in the execution of 
a market order. When the order arrives at the pit, the broker 
(if prior orders do not prevent) will promptly bid (or ask) 
the prevailing bid price. Failing immediate acceptance he will 
raise the bid an eighth. If it should happen that others are also 
willing to pay an eighth higher and succeed in buying he will 
as promptly raise the bid to a quarter higher. Under no cir
cumstances will he permit the market to be taken away from 
him so that, while it falls or rises rapidly, he fails to execute 
his orders. It follows that customers using market orders must 
usually expect to sacrifice a small fraction for the sake of sure
ness and promptness of execution. 

Limited Order.-Traders frequently use an order at a defi
nite price instead of at the market to acquire a long or short 
position. Thus in our illustration Brown placed an order with 
his commission merchant to "buY.2 July cotton at 19.22." The 
price stated in the order is 19.22 cents per pound<md instructs 
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the broker to buy w en and if the price reaches or goes below 
that. point. Were this an order to sell, e ro «-would be 
obliged to sell as soon as the price rises to or goes above 19.22. 
In a limited order, then, the price inserted implies at that figure 
or better. 

How soon this order can be executed will depend upon the 
extent of price movement of the July future and the distance 
away from the present price that the limit is placed. Thus, if 
during the past two or three days the price has on several oc
casions declined to or below 19.22 and at the time of placing 
the order is 19.24, it is altogether likely, though not a certainty, 
that the limit will be reached again in a short while. Or the 
limit may be far away from prevailing prices in which the 
prospective buyer or seller is willing to wait some time to ac
quire his position. To meet these situations, limited orders are 
!often marked such as "G.TJ:." or "G.T.W.," the first mean
ing "good till countermanded" and the second "goo.d_.!hts 
w~ek." Ifnotime1imir-is-aaaea,the order is assumed to be 
good only for that day. 

Liiiuted orders are used in preference to market.orders in a 
wide variety of situation~. A common reason is for the mere 
satisfactiotLQLd!.termlni!lK-J!t~--Pt~<:~of exe~ution. Here a 
trader would rather occasionally forego making the trade than 
permit its execution at an uncertain market figure. This con
sideration increases in importance during periods when the 
market is fluctuating greatly. Traders at country points or dis
tant cities frequently prefer limited orders6 because of a Etck 
of exact knowled~egardin~_ tl)...e market. Those buying and 
selling for a small profit and quick turnover prefer a limited 
order while the speculator interested in price movements of 
longer duration may consider a fractional variation as inci
dental and buy or sell at the market. 

The broker's obligation in executing a limited ord~at
tempt to .!:uy or sell as soon as the price' is reached. Ordinarily 

• Cf. Report of the Federal Trade Commission 011 the G:aill Trade, VoL 
V, p. 208. 



1-78 FUTURE TRADING 

he is able to make the trade at the limit but in cases where the 
price moves quickly past the limit, a more favorable price will 
result for the customer. In those situations in which the price 
moves just to the limit and then recedes the broker is not re
sponsible for an execution if in attempting to make the trade 
he fails to obtain a buyer or seller. 

Stop-Loss Order.-The stop-loss order is in form a hybrid 
of the two previous types. Thus as an example an ordermight 
read, -Setti'frD~C'"efu15d' com at 80, stop." In this case the pre
vailing prIce'()1Ve~her coni"" i;'~omewhat above 80 cents 
per bushel and the owner of this amount of futures desires to 
sell his contract if and when the pr~£e declines t? 80 cents. In 
so far as this order is dependent for its execution upon the 
market price reaching a fixed price it is like a limited order. 
But it differs radically from the latter uP'Q~.!h~1Q~rket reach-. ~--.--'~ .-.. --------~-;-- ~ . -
mg thu~~~u!aE.Ence. When, thiS pomt is reached or passed 
the stop order automaticalk becomes an at-the-market order 
and the b~~~~equired-to ;il~t-~~~~-;t'th~b~st ;;bt~~le 

_. "_ _> ,,_ • _' .,- _~~~ ••• _·--"_h-_"_'" .......... ,_-0,..--' &. " ••••• ~,---- - ,._. -. -". ~"- _.' T-

price. This may be at the stop price pl~ced in the order or be-
10';'lt or above it depending upon the action of the market im
mediately following the reaching of the specified price. 

The nature of this order has frequentl~eeE~~~derstood 
by those using it and almost always at times of severe price de
clines. In periods of normal trading, these orders are regularly 
closed at or very near the stop price and the customer comes 
to believe that the nature of this order requires that it be so 
executed. But in periods of rapidly falling prices, trades are few 
and orders numerous with. the result that executions are fre
quently far from the price expected. To aid in a thorough un
derstanding of the nature of this order the rules of the Chicago 
Bo~rd of Trade specifically define it: 

Stop Order or Stop LOss Order.-An order to buy or sell when the 
market reaches a specified point. A stop order to buy becomes a market 
order when the commodity or security sells at or above the stop price. 
A stop order to sell becomes a market order when the commodity or 
security sells at or below the stop price. 
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The name of this order suggests its use: to stop a loss. This 
may be an actual loss or a paper loss. Thus a buyer may ac
quire 3 contracts of October cotton at 19.04 and immediately 
place a stop to sell at 18.90 indicating his desire to lose no 
more than 14 points per contract on the trade. The price may 
then move up to 19.60 in which case he has a paper profit in 
sight of 56 points gross per contract. He may now move up 
his selling stop to 19.50 in which case if the. price reacts to or 
below the stop price his possible profit will be reduced by only 
10 points, assuming the trade is closed at the stop price. 

Limited orders are usually used to acquire or add to a market 1.1 

position, either long or short. Stop orders are usually used to 
close or reduce a market position long or short. Market orders 
are used for both purposes. 

Special Kinds of Orders.-The rules of exchanges do not 
limit their members to the acceptance of only the three types 
of orders just described. Quite often the particular needs of a 
trader will require some variation from the usual form. This 
the firm will likely handle if there is reason to believe it will 
aid in building up its volume of business. 

Spreading orders are frequently .£!~c~<! for_ the ... lUJrpose of 
simultaneouslY buying one future and selling another or buy
ing on one market iiriQse1ting""?in~~~~i~tiieobj;ctberng to 
later reverse 'one'sjiositionTneadi future or market and clip 
a profit. "They may be at-the-market, limlted" or stop orders. 
Thus, "Buy 10 December oats and sell 10 May oats" ; or "Buy 
10 December oats and sell 10 May oats at 5 ~ difference"; or, 
"Buy 10 December oats and sell 10 May oats at 5~ difference 
stop." In the first instance, the order would be executed at 
once. In the second, it is the task of the pit broker to make the 
double trade with at least a 5 ~ cent difference in price. This 
involves, incidentally, considerable risk on the part of the 
broker since at the instant he is placing one-half of the spread· 
the market may move adversely in the other. All that can be 
done then is to close out the part completed. assuming any profit 
or loss and await another and more favorable opportunity. In 
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the third instance, the order becomes at the market when a dif
ference of at least 5}{ cents has developed between the two fu
tures and accordingly executed at once at the best possible 
prices. 

Switching orr1e,,-~_are identical in form~ith spreading o~ders 
but serve a different purpose. Here the trader (frequently a 
hedger) wishes to shift from a near-by to a more distant posi
tion. To do so he will need to buy one future and sell another. 
Or he may wish to switch from one market to another in
volving a similar operation. 

Orders limited with respect to Ji?1tLare quite common such 
as "Buy'""2-septerriber iiibt>ei-at the opening" or "Sell 2 Sep
tember rubber at the close." Hubbard mentions, also, the oc
casional use of orders to be executed on the New York Cot
ton Exchange "at eleven o'clock" usually for English account, 
this being the time of closing of the Liverpool market.6 So also 
orders are occasionally conditioned upon the happening of some 
event or upon some contingency which mayor may not occur. 

Discretionary orders, permittin~rl.:!~~mi~~ion merchantto 
use his. ~~_j~~_gment in electing the precise time or price at 
which to buy or sell; -are-somenmes used. Their apparent justi
fication rests in the fact that the commission merchant is in a 
better position to estimate the market than the customer, the 
latter perhaps located at some interior point. This mayor may 
not be true. But at best it constitutes a type of business which 
brokers of the better type do not care to handle and which those 
whose standards are none too high are likely to encourage. The 
rules of the Chicago Board of Trade prohibit their members 
from ac.cepting discretionary orders. 

3. OrHER TRADING OPERATIONS 

Short Selling.-In the illustrations developed thus far, situa
tions of first buying and later selling have usually been chosen. 
Frequently, however, speculators and hedgers follow the op

·Cf. Hubbard, W. H .• Colto,. and the Cotto,. Market, pp.24O-44 for a 
review of types of orders used in the cotton trade. 
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posite course, taking a position on the short side of the future 
market. They sell short first and later buy in to cover their po
sition. In its practical detail, provided delivery is avoided, this 
process involves the same body of operations as buying. An or
der may read, "Sell one May cotton," or if it is to be executed 
on the New York Cotton Exchange, simply "Sell one May." 
Whether this is in fact a short sale or not depends entirely uPQn 
the seller's market position at the time. If he holds no position 
in cotton, then he is obviously going short; or if he is already 
on the short side, then he is adding to his short position. If, 
however, he is long, then this is not a short sale but one in 
liquidation of his long position. 

Assuming this to be an initial trade, the trader then takes a 
short position. He contracts to sell and deliver sometime dur
ing the month of May 100 bales of cotton in accordance with 
the rules and customs of the Exchange. As in the case of a pur
chase, his commission merchant assumes the status of a prin
cipal with respect to the party to whom sold, guaranteeing the 
trade and requiring of the customer a margin deposit for ade
quate protection. When the contract is closed by a purchase of 
one May, the broker will render an Account Sales, crediting 
the customer with the amount of the short sale and debiting 
him with the amount of the purchase. the commission and tax. 

The operation of selling short in commodities is entirely dif
ferent from that in securities. The term short selling means 
contracting to sell something you do not at the time possess but 
in,tend to acquire at a later date;: The usual method of trade in 
stocks requires delivery the following full business day and to 
meet this obligation the short seller must resort to borrowing. 
This he does through his broker, borrowing from others who 
are willing to loan the necessary stock for the cash collateral 
they can obtain. But in commodities the contract of sale does 
not require delivery usually for many weeks or months. There 
is then no need to borrow nor to acquire in any manner the 
actual commodity called for in the contract as long as the con
tract is closed before the month of delivery or transferred to a 
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more distant month. The process of selling short in futures is 
thus much si'mpler than in stockii.......... 

~.--SwiftJiing al raae. Mention should be made of the opera-
tion of switchin~<?rJr.cmsferring.a..pQsiJ;jon"f!91:)U)Jle future to 
anothe{. Trading in any given commodity usually centers in a 
limited number of futures. Thus for grains the months of May, 
July, September and December are favorites and for cotton 
January, March, May, July, October and December. Further
more, due to the danger of a corner and to the necessity of 
making delivery, both hedgers and speculators trade in these 
futures several months before they expire. Thus the May fu
ture in grain is usually active during December, January, Feb
ruary, March and the first part of April; the July future dur
ing the latter part of April, all of May and the first part of 
June; the September future during the latter part of June, all 
of July and the first part of August; and the December future 
during the latter part of August, all of September and October 
and usually all of November. 

As time passes it thus becomes necessary for traders to close 
out their contracts in one future and assume the same amounts 
in a more distant one if they desire to continue their position. 
The kind of order used for this purpose was discussed in the 
preceding section. By switching from time to time in this fash
ion a trader can continue long or short if desired for an indefi
nite period. It should be observed, however, that'this switching 
is not without loss or profit. Expiring futures are not usually 
at the same price level as the more distant ones and as a result 
in closing one p~it~~<!.!lSsuminLa.nother.a _corresponding 
loss "Orprofifwill result in addition to commission~tax. " --- --. _. -~- ."--. -. -." -- ---.-- .~-- -- -. 

Job-lot TradeS:- "=wliiIe there is a standard unit of trading in 
each of the various commodities, several of the exchanges make 
provision for trading in smaller quantities. Thus the regular 
unit of trading in grain is 5,000 bushels and in cotton 50,000 
pounds or 100 bales. But on a number of the grain future 
markets it is also permissable to buy or sell amounts of 1,000 
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bushels or multiples thereof.T These contracts are known as job 
lots in contrast to regular lots of 5,000 bushels. So also in cot
ton, contracts are provided by the New Orleans Cotton Ex
change and by the Chicago Board of Trade for a 50 bale unit 
of trading, this being the regular trading unit for the latter ex
change. 

These smaller sized contracts are design<:~Lto 'pr<>-vide a mar
ket 1J~~_2"ltic~. ca~~ .. t~~~ p~sitions-iii'ay be more closely 
hed,ge<!..,They also afford a market for traders whose capital 
is !lot adequate to buy and sell in larger quantities. As a rule 
traders in job lots or in contracts smaller than the regular unit 
must buy at slightly higher figures and sell at slightly lower 
figures than prevailing prices in the larger units. Where this 
is not the case, a relatively higher commission is likely to be 
charged. 

Market Terminology.-Like many other fields of business 
activity, future trading has coined a distinctive body of trade 
terms. And, as in other fields, these terms are seldom self-ex
planatory. Thus the common expressions "buying" and "sell
ing" are each used in two opposite situations. One may buy to 
"accumulate" a long position, or one may ~uI t~ .. £~X~.~' ~ shorf 
position. Sirilliady one may sell_!!>·~J.!CJ!:1i.g~te.a.Jang.J>QSition, 
or one may sell "short" to assume or add to a short position. 
If a tr~der is enti~el}' ~~t of the m;~keth~Ts "even." I 

One is a ''IiuW-ana is said to be~u1lish'-"whe~'he believes 
price!....a~ g~l.1~ to_rise and a "be~ or "bearish" when~x
pectUb~mto farTIieliUl1s who enter the market in response 
to their ~titute the ''f()ng?'andtlieoearssiiilrr~i:ly ~he 
"shorts." Some traders accumulate-oil "long line," some "take 
profits,~ others "close out" or "run to cover." Depending upori 
their~osen field, they may "scalp,"lTspread," or "hedge" 
through their market operations. So we might enumerate a 
great many other terms in daily use. Most of these are best re
viewed at the point where appropriately.used to describe a par-

TUpon the Chicago Open Board of Trade the 1,000 bushels contract 
constitutes the regular unit of trading. 
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ticular practice. They constitute a body of expressions com~ 
mon to all fields of speculative activity and serve to symbolize 
a varied and extensive body of trade practice. 

4. SUMMARY 

An attempt has been made in this chapter to outline the form 
of future trading. Only the operations in common use upon 
our principal commodity exchanges have been described. A 
typical order as received by a commission merchant was traced 
through its execution, including the various operations in
volved, the legal obligations assumed by broker and customer, 
the nature and extent of margin requirements, the closing of 
the trade, the accounting involved and the statements rendered. 
The various kinds of orders in common use were examined and 
illustrated. Other market terms and trading operations de
scribed include short selling, the switching of trades and the 
buying and selling of job lots. 

The purpose of this chapter is to lend reality to a subject 
difficult at best to visualize. One may, of course, study the 
broader and more fundamental aspects of future trading with
out extensive reference to the mere mechanics of operation. 
But all too often where this is attempted importa~t errors in 
theory are made due to some oversight or false assumption re
garding familiar matters of routine. An understanding of or
dinary trading operations should avoid trouble of this kind. 
It will in any event permit one to approach the more difficult 
phases of the subject with a greater measure of confidence. 



CHAPTER XI 

CLEARING OF FUTURE CONTRACTS 

1. THE NEED FOR A CLEARING SYSTEM 

In the preceding chapter we reviewed in some detail the pro
cedure of trading. Our point of view was largely that of the in
dividual customer: how he would proceed in buying or selling 
a future, the types of orders he might use, what legal obliga
tions he and his broker must necessarily assume and the forms 
and statements of account kept and rendered to him by his 
broker. The present chapter forms a complementary part to the 
preceding one. There the relationships of customer to broker 
were emphasized; here the relation of broker to broker will be 
developed. In the former chapter certain of the outer steps in 
trading procedure were outlined; in the present chapter some 
of the important inner processes will be examined. Necessarily 
the present chapter covers less familiar territory to the layman 
than the former. 

Inter-broker Transactions.-When a commission house buys 
a future for a customer, it does so by buying from some other 
firm or broker. In this process the two brokerage firms treat 
each other as principals despite the fact that each may be act
ing as agent for a customer. This has been found necessary be
cause of the circumstances of trading-the difficulty and in
advisability of each broker disclosing the identity of his cus
tomer in each trade made. Accordingly in any sequence of 
trades between two ultimate customers in which one becomes 
long and the other short, there is also a corresponding long and 
short position set up between the two brokers entirely inde
pendent of that of the customers. 

This situation is illustrated in Figure 12. ClJ a customer, 
sells through his broker, BlJ one contract of October cotton on 
June 10. His broker sells to another broker, B2, who is buy-

185 
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ing for a cu~tomer of his, Ca. Here C1 sells to Ca subject to the 
right of both Bl and Ba to substitute some other party in place 
of Ca. In this general sense, also, Ca has purchased from CI • 

In addition; Bl is a seller to B2 and the latter a buyer from B1• 

To further emphasize the independence of the trade between 
the two brokers, it should be observed that if either C1 or ClI 

defaults on his contract this in no way frees the brokers in their 
agreement with each other. 

To throw more light on this problem, let us assume that on 
June 12, two days later, C1 buys in his {:ontract of October cot
ton and Ca sells out his contract These trades will, of course, 

B. (short) ----+. B. (long) 

l 
C1 (short) c. (long) 

FiG. 12-Market positions set up between brokers and customers as a result 
of a transaction in futures. 

be made through Bl and Ba respectively. But in executing the 
trades it is not likely that the two brokers will deal with each 
other. Their bids and offers are made in the open market and 
closed with the first to accept. The likelihood of C1 and Ca 
closing their trades at the same instant and of Bl buying from 
Ba thus becomes rather remote. Instead Bl will probably buy 
from some third broker, B,l, and Ba sell to a fourth, B,. The en
tire situation will then appear as in Figure 13. 

In Figure 13 both C1 and Ca have closed their trades, per
haps paid their loss or taken their profit and proceeded on 
their way. But this has not released their brokers Bl and Ba• 

They have set up binding contracts between themselves and 
with other brokers to which they are definitely committed. So 
we might add to our illustration scores of similar trades all of 
which would reveal definite market positions for customers 
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and other and independent market positions for brokers. We 
have seen how customers close out their market positions. Let 
us now examine how brokers close out their market positions 
with each other. 

The Accumulation of Offsetting Trades.-In the buying and 
selling of futures throughout each trading session, innumerable 
contracts are being continually set up between brokers. An aver
age day's trading upon the Chicago Board of Trade in wheat 
futures amounts to 35,000,000 bushels or 7,000 contracts of 
five thousand bushels each. In cotton futures, an average day's 

Bl+ __ _"!oBI r---- +------, I I 
I I I I 
I I ~ I 
I 

B. B, i 
I I 
I I 

1 I 
I 

Cl 
FIG. 13-Market positions set up between brokers as a result of two 

completed transactions by customers. 

trading upon the N ew York Cotton Exchange exceeds 250,000 
bales or, in contracts of one hundred bales each, 2,500 con
tracts.1 These trades are being made throughout the trading 
session in various amounts in various futures and at varying 
prices. They link together the body of brokers into a veritable 
network of contractual relations. 

The group of brokers or brokerage firms through which this 
business passes is rather definitely limited in size. While the 
membership of the Chicago Board of Trade, for example, ex,:, 
ceeds 1,600, by no means is this entire membersh}p active. 

• The actual amount of trading varies widely from day to day and from 
year to year, the figures given here being conservative averages based on 
the 5-year period, 1925-29. See, for cotton, Table 4 above and for wheat 
U. S. Dept. of Agr. Stat. Bull. No. 31 entitled Wheat Futures, 1930. 
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Many of the _ memberships are held by trade interests or indi
viduals purely for the benefit of reduced commissions and as 
such their status is that of customers and not brokers. In many 
cases, also, firms hold several memberships so that the number 
of active brokerage houses probably does not exceed three hun
dred and of these the thirty leading houses probably handle SO 
per cent of the entire volume of trading. II This same situation 
in general prevails on other exchanges. 

Margins and Accounting Affected.-This concentration of 
inter-broker transactions within a very limited number of firms 
results in the same firms frequently trading back and forth 
with each other throughout each trading session thus building 
up many market positions which in character offset one an
other. What is most needed in this situation is some system to 
match up trades of like character and to clear them from the 
records of the brokers concerned. B1 sells to Bli 5,000 bushels 
of July wheat at $1.39~ per bushel. Five minutes later B2 
may in turn, and purely by circumstance, sell to B1 5,000 July 
at $1.39~. If an adjustment could be made for differences 
in prices, these and many similar trades could be cancelled and 
as a result the accounting burden of carrying these contracts 
forward day by day eliminated. Without such a clearing sys
tem each outstanding contract would have to be carried, along 
with daily additions in trading, week by week and month by 
month until the delivery month arrived. Then warehouse re
ceipts would be passed and repassed among firms until they ul
timately resided in the hands of those net long in the market. 

The seriousness of this problem is greatly magnified when 
we consider the amount of margins involved. It will be recalled 
that not only are margins necessary to protect customer-broker 
relationships but also inter-broker commitments as well. If for 
every trade both the buying broker and the selling broker were 
required to deposit a margin, it would be but a very short while 
until further trading, for the time being at least, would cease. 

• Cf. RePOf"t of the Grain Futures Administration, U. S. Dept. of Agr., 
1924, p. 21. 
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2. DEVELOPMENT OF CLEARING METHODS 

Pre Clearing-House M ethods.-It must have been at a rather 
early date that some solution to the problem we have just de
scribed was evolved. Future trading was carried on in grain 
and provisions in large quantity in the late sixties and it is al
together probable that at this time methods of mutually clear
ing trades had been devised by brokers. There are a number 
of court cases which show various clearing devices to have 
been well established in the seventies! In one of these early 
cases, the court relates at some length the exact manner in 
which contracts set up between brokers were cleared and the 
process described included both direct settlement and the "ring" 
method, plans presently to be described. This case occurred in 
the year 1877 and the Court pointed out that the defendant's 
actions were "in accordance with the general custom and usage 
obtaining in such matters upon the Board of Trade:'· There 
were four methods of clearing trades in popular use among 
brokers before any sort of a common clearing house for all 
members had been devised. They were all mutual arrangements 
in which brokers could enter or not as they chose. Being greatly 
to a broker's advantage and especially if his financial status 
was limited, they were methods widely employed. 

Direct Settlement.-The first and most obvious of these four 
methods is that of direct settlement. Where B,. has sold to Bli 
a given amount of a particular future and later it happens that 
B. has sold an equal amount of this same future (and com
modity) to B .. the most economical and convenient procedure 
is for each to cancel this dual arrangement. Since their rela
tions to their customers are in no way affected by these inter
broker contracts and since to carry them forward to the month 

• Some of those cited in Dewey, 01'. cit., pp. 144 If. include Clarke fl. Foss, 
(1874) 7 Biss 540; Kent fl. Miltenberger, (1880) 13 MOo App. 503; Melchert 
fl. Amer. Union Tel. Co., 11 Fed. Rep. 193; Be-veridge fl. Hewitt, 8 Bradw. 
467; Irwin If. Wi/liar, 110 U.S. 499; Sawyer v. Taggart, 14 Bush, 7Zl. 

• Oldershaw fl. Knoles, 4 Bradw., 64, cited in Bisbee and Simonds, 01'. 
cit., pp. 47-49. 
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of delivery would only result in Bl handing Bz a warehouse re
ceipt for the anlount of commodity called for and B2 in tum 
handing it back to Bl each in tum paying the purchase price, 
the easiest thing to do would be to set off these trades against 
each other at once and adjust any difference in price. This,ac
cordingly, was done in every instance where possible. 

It should be observed that these two trades need not have 
occurred on the same day. One might have been made on J anu
ary 12 and the other a month later. They would be offset im
mediately following the making of the second trade. It should 
also be observed that they need not grow out of trades of the 
same size. Bl might have sold 15,000 May com to B2 and the 
latter have sold 10,000 May com to the former. Then 10,000 
bushels could be cleared by direct settlement. Figure 14 is an 

On Feb. 8, sale at 851 cents 

Bl~-================================:;.B2 
On Jan. 12, sale at 82 cents 

FIG. 14-Direct Settlement of 10,000 bushels of May com futures. 

example of direct settlement in diagrammatic form. In this il
lustration after having checked off these two trades at the close 
of trading on February 8, Bl would send Ba a check for 
$362.50 being the 3% cents difference in price on 10,000 
bushels. 

Ring Settlenunt.-Only a fraction of the curren~ commit
ments oetween brokers could be settled directly. More often the 
broker to whom a future was sold \vas not the same as the one 
from whom bought. Frequently these trades could be cleared, 
however, by forming what was known as a "ring." Bl has sold 
to B. and Ba to Ba and Bs to B1• By bringing these three parties 
together a triangular arrangement could be entered into. Or 
there might be four or five or even more in the circular chain. 
This situation is illustrated in Figure 15. 

Here five firms have formed a ring to close out their respec
tive positions. It might have been formed at the close of trad
ing on January 12 or it might have been formed later. The 
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process of determining the presence of a ring was not an easy 
task. Apparently in the earlier years runners were sent from 
office to office seeking to close up series of trades. In our illus
tration Bl might seek to form a ring to include B. and Bs. He 
would call on B. and inquire whether he had open 10 May com 
with BG• Failing this he would inquire with whom he does have 
10 May com open. B. would give him the name of Ba. Asking 
B. to hold these trades out temporarily he would proceed to Ba 
and so on to B6 until he found someone having 10 May com 
open with Ba. He would then retrace his steps to definitely close 
the ring. Price adjustments are again necessary growing out of 

On January 8, 
sale at 81t 

On January 7, 
sale at 80i 

B, ____________________ ~.B~.------------------~,B. 

On January 9, 
sale at 81 

On January 2, sale at 84i 

On January 12, 
sale at 821 

BI~.-------------------------------------------B. 
FIG. IS-Ring settlement of 10,000 bushels of May corn futures. 

differences in purchase and sales prices and these were made 
directly between brokers. 

Settlement by Transfer.-While the ring method of settle
ment was' thepiiiiCiparone used, it did not meet every need. 
Not infrequently a broker was unable to form a ring despite the 
fact that he had purchased and sold an equal quantity; or if 
formed the ring might break before final settlement due to an 
error or someone withdrawing. Where such was the case it 
sometimes happened that an individual broker could clear his 
own trades by arranging a transfer. Thus Bl has sold 10 May 
com to B. and has bought 10 May from Ba ; but B. has not sold 
10 May to anyone nor has Bs bought from anyone. In this 
situation a ring cannot be formed nor can direct settlement 
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(which is J"eally a two party ring) be used. Accordingly Bl 
asks Ba if he would be willing to take up Ba as his principal in
stead of hjmself, B1 • If Ba consents, Bl will similarly proceed to 
Ba to get his consent. If approved, BI can then dear his books 
by an adjustment of price differences. This is illustrated in 
Figure 16. Here B. and Ba are pictured as having set up a new 

On January 21, sale 
at84i 

! 

On February 15, sale 
at 871 

! • •• •• I t L ___________________ I 

FIG. 16-Settlement by transfer of 10,000 bushels of May com futures. 

contract. The price at which it is set up can be any figure 
though we will assume it to be at 84~. Then Ba will pay Bl 
three cents per bushel to adjust the price differences. By this 
process BI's trades are cleared through the accommodation of 
the other two brokers. 

Settlement by Warehouse Receipt or Transferable Notice.-::- / 
Those contracts which could not be closed by directSeTt1eme~t, 
by ring or by transfer had to be carried forward to the deliv
ery month even though the broker's trades might balance. Thus 
in the preceding illustration, had either Ba or Ba refused to per
mit a shift of principals then Bl could not have cleared his 
trades. Accordingly he might have carried them forward day 
by day until the month of May arrived. Since he is not inter
ested in actually receiving corn or in acquiring corn to deliver 
but only desires to clear his trades, he will await the day when 
Ba, who has sold to him and who has the option of electing the 
day of delivery, chooses to make delivery. When he does, BI 
will pass the certificate on to Ba. thus finally clearing his po
sition. So also Ba may have sold to B. and he in turn will pass the 
certifica~ealong. In this manner trades which could not or had 

f not previously been cleared were finally settled, it being neces
\ sary Of. course to ~ake a pri~e adjustm~nt in eac? ste~. 
. In dlagrammattc form thiS process IS shown In FIgure 17. 
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Here B. chose to deliver on May 4 receiving from B. 86 cents 
per bushel, Bl paying Bz 2~ cents per bushel and Bz passing 
on 2Ya cents per bushel to B ... The trades of Bl and Bz are 
cleared in this series. 

We have referred to the form used in this final method of 
settlement as a certificate. More specifically it took the form of 
a warehouse receipt in the early years of future trading and 
later of a transferable notice. Just at what point this cha~ge 
took place cannot be precisely determindd though it was proba
bly sometime in the seventies. & We have already had occasion 
to describe the warehouse receipt· in common use. We will 
need at this point to consider more fully the nature of the 

On January 30, 
Sale at 86 

! 

On January 14, 
Sale at 831 

! 

On January 18, 
Sale at 831 

! 
B _____ --! B

1 
_____ --! BI-_. ___ ---! B, 

T 
On May 4, certificate passed at 86 

Fro. 17-Settlement by warehouse receipt or by transferable notice of 
10,000 bushels of May com futures. 

transferable notice since its use has formed and continues to 
form an important step in the clearing process. 

Transferable N otice.-In Figure 18 is shown a copy of the 
transferable notice in use upon the Olicago Board of Trade 
and filled in with typical entries as they appeared before the 
deVelopment of complete clearing methods. A portion of the 
reverse side is shown at the bottom showing the form of en
dorsement. The purpose of the transferable notice (or delivery 
notice) is two-fold: (1) to serve notice upon the buyer that 
the seller is ready to make delivery upon his contract and (2) 
to be used in place of the warehouse receipt in passing from 
firm· to firm in settlement of outstanding contracts. Accord
ingly it is addressed to the buyer and informs him: "We have 

• Cf. R~pOf" of th~ Federal Trade Commission on the Grain Trade, Vol. 
V, p. 171. 

• Supra, p. 174. 
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on hand ready for delivery the following des~ribed Warehouse 
Receipts, and hereby make tender to you of the same, in ful
fillment of our contract of sale. . . ." Then follows a de scrip-

NoJJfy DELIVERY NOTICE 

~~ 

aLtff~ Chicaco,.f'7 2- . t~ 
We ~and read~elivery the followiDg described Warebouse Reoeipta,lUld 

" ..... by make lender to you ~r J.": .'!me. io Iul611meol of our coolract of ..... e to you of 

__ ---"&u,~~OO ~~M ~~_at:L/..'l""".,'___ __ 

DAlE 

, ?'J' 

... ao.L 

- -- ..... 
~ .. J-f!tfk 'e- //.1'7 !lr.~ 

J, r 
~ 

~ "'4r 
,~V--

(1;>£ YE/i',u SlbE) 

Ne·nn~---

.....,.,. """"". ...... , ... . - -
fl(17 -

I1.L. ~ 
~-Z1"f ~ 

~.10 ~ 
&171 ~ 

Te DELIVERED Time 

~1'L#~···· .. ··~·IfP..~ •.............. --........ ~; 
U!.e.:~' ........................ 0 ./.1..7..~ ................................ -ffi 
~ff.~:~i~::=:::::::~~~::::::=::::::::::~::=::::J.f. 

FIG. IS-A delivery or transferable notice used in the clearing of trades. 

tion of the commodity to be delivered, its location, grade, 
weight, etc. 

In the earlier clearing methods, there was a definite time dur
ing which these notices could circulate. Representatives of the 
various firms met at this time each day during a delivery 

, 
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month. A seller issuing a notice then served it upon the buyer. 
If the buyer in turn desired to pass it on, he was compelled to 
do so within a limited period of time (for grain on the Chi
cago Board of Trade,S minutes), otherwise the notice was 
"stopped" and the buyer was required to return it to the orig
inal seller with his certified check for the amount called for 
and take up the warehouse receipt. If he passed it on to some
one to whom he had sold he indorsed it as shown in Figure 18 
inserting his contract price and the exact time. And so a given 
transferable notice might be passed on from firm to firm to ful
fill and thus to clear a score of outstanding transactions, ulti
mately to lodge in the hands of a buyer who had not sold. It 
can be readily seen that in this process of certificate passing, 
the transferable notice is better adapted to the purpose than the 
warehouse receipt since the latter would soon be soiled or might 
occasionally be misplaced or lost. 

The Clearing of Money Balances.-A first step in the direc
tion of a complete clearing system was made by the Chicago 
Board of Trade in 1884.1 They formed at this time an organi
zation designed to handle the money balances growing out of 
trades cleared by one of the four voluntary methods we have 
just described. Members, desiring to adjust these money differ
ences were required to do so through a Gearing House if they 
were clearing members or if not clearing members to have their 
trades handled by a member. Membership in the Clearing 
House was voluntary and usually availed of by the larger firms, 
the smaller houses and individuals having their trades cleared 
through a member. By this arrangement the Clearing House 
was assured of having to handle all inter-broker balances on 
cleared trades; and since for every debit to one firm there must 
be an equal and opposite credit to another, the checks received 
and the drafts paid out had to be equal each day. In addition 
to the handling of these money differences, the Clearing House 
also functioned as a central point for the daily exchange of 
written confirmations of all trades between clearing members 

• Cf. Bisbee and Simonds, op. cit., p. 46. 
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and also for- the. exchange of memoranda between members of 
the respective amounts of the daily debits or credits growing 
out of cleared trades. It was, therefore, a sort of glorified post 
office for the convenient interchange of materials between 
members. 

The New York Cotton Exchange formed a similar organi
zation in 1896.8 But instead of having these balances handled 
through a separate clearing house they arranged with aNew 
York bank to "run a clearing house for the money involved in 
all settlements."s Itemized lists of collections and payments 
were submitted by each firm and the net amount accompanied 
by a check made payable to the bank or by a draft drawn upon 
the bank. The bank consented to audit these items and to honor 
the drafts if the entire body of reports was in balance. A sys
tem of fines for each error made served in both systems to 
stimulate accuracy. 

The Use of a Settlement Price.-This earlier method of 
dearing money balances employed a settlement price to measure 
the amount of each balance. This feature has been retained in 
the complete clearing systems in use at the present time (though 
for a different purpose) and therefore deserves special con
sideration. It can be most easily explained by means of an il
lustration. 

We will take as the basis of our illustration the five party 
ring settlement shown in Figure 15, page 191. In this case five 
firms have arranged to offset their mutual trades of 10 May 
corn. Each owes another the contract price per bushel on 10,000 
bushels. We may then arrange this series of indebtednesses as 
shown in Figure 19. In this situation it is easy to see that B1 
wants to receive ~ cent per bushel-the difference between 
his sales price of 81 ~ cents and his purchase price of 81 cents. 
So also B2 should pay 1}4 cents, Bs receive 2~ cents, B. re
ceive 1 % cents and B6 pay 3}4 cents. And it is also clear that the 
total of the amounts to receive and to pay balance, being 4~ 

'New York Cotton Exchange, Yearbook, 1927-28, p. 23. 
• Cf. Hubbard, W. H., op. cit., pp. 262-264. 
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cents each. But it is not so easy to see just from whom Bl will 
receive his ~ cent per bushel nor to whom Ba will pay his l}i 
cents, and so on. They could of course each pay the full sum 
called for but this would be an expensive and unnecessary use 
of credit. And if all five parties met and compared net amounts 
due or to be received they could easily arrange a distribution 
but this, too, involves considerable inconvenience. 

This difficulty is easily solved through the use of a settle
ment price,-a standard to which all will measure the amounts 
to be received or paid. Thus suppose in our illustration such a 

B, .... - - - - - - - - -B. +- - - - - - - - - - B. 
I owes 81 t owes SOl t 
I I 
I I 
I~ ~I I 81 S.P. = 80 821 I 

I I 
I I 
1 owes 841 I 
.---------------------~ 
FIG. 19-Clearing money balances through the use of a settlement price. 

price to be 80 cents. Then Bl would expect to receive 1 ~ cents 
from B2 and to pay 1 cent to B5 ; Bz would expect to receive 
}i cent from Ba and to pay 1 ~ cents to BlJ and so on. Here in
stead of measuring amounts to be paid or received from zero, 
which would be the case were the full purchase price to change 
hands. the base used is 80.-a figure in the proximity of all of 
the actual prices. It follows that the nearer this settlement price 
is to the average of all the actual prices the smaller these en
tries will be; and it can be easily demonstrated that any figure . 
chosen will do justice to all of the parties. A settlement price, 
then, is merely a minor convenience. It represented each day 
the nearest even closing price for grain on the Chicago Board 
of Trade and the 10:30 A.M. price for cotton on the New York 
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Cotton Exchange/o each determined by an official of the Ex
change. These prices were always representative of current 
prices by this daily adjustment and, in so far as some or all of 
the trades cleared were currently made, it served as a close 
standard from which to measure. 

This settlement price was similarly employed in measuring 
differences growing out of direct settlements, settlements by 
transfer and settlements through the use of the transferable or 
delivery notice. In settlement by transfer the new contract set 
up vias, at the settlement price with differences adjusted to this 
price; in the use of the transferable notice, actual delivery of 
the commodity was made at the settlement price with differ
ences in each case adjusted to this price. In reporting daily to 
the Dearing House under this system of handling money bal
ances, each firm prepared a list of the trades it had cleared that 
day through any of these four methods. This list stated in the 
first column, classified by futures and commodity, the firms 
with whom it had cleared, in the second column collections (i.e., 
credits with the Clearing House), and in the third column pay
ments (i.e., debits to the Clearing House). Collections and pay
ments, each measured to the settlement price, were then totaled 
and the net determined,-if a collection, then a draft for that 
amount drawn on the Gearing House (or for cotton on the 
clearing house Bank) accompanied the list, if a payment, then 
a check for that amount was attached. 

Adoption of Complete Clearing Methods.-The Minneapolis 
Chamber of Commerce was apparently the first among the 
commodity exchanges of this country to work out a modern 
clearing plan. Their system, put in operation in 1891,11 is sub
stantially the same today and is used upon all of the future 
commodity exchanges of this country.12 Dewey states that in 

... Cf. Hubbard, 01. cit., p. 263. 
II Articles of Incorporation of the Chamber of Commerce Oearing Asso

ciation, p. 4. 
"With the doubtful exception of the Toledo Produce Exchange which 

has no clearing facilities, clearing all trades by mutual arrangements. Their 
trade is in seed futures which during recent years has been very small. 
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1886 the Consolidated Stock and Petroleum Exchange of New 
York had at that date in regular operation a clearing house 
through which deliveries of oil in the form of pipe-line cer
tificates were made each day.1S But this was not a system of 
clearing future trades but rather of clearing current deliveries 
of stock,-a forerunner of present-day methods of clearing 
stock certificates and in some respects more advanced than any 
American stock exchange employs at the present time. 

Three years after the Minneapolis Chamber of Commerce 
had installed its system, a similar one was adopted by the 
Duluth Board of Trade; in 1899 a similar plan was inaugu
rated by the Kansas City Board of Trade/" in 1901 by the Mil
waukee Chamber of Commerce and in 1904 by the New York 
Produce Exchange. Others followed, the New York Cotton 
Exchange adopting the modern system in 1915, the New Or
leans Cotton Exchange in 1924, and the Chicago Board of 
Trade finally in the fall of 1925. All of the newer exchanges 
formed within the past ten years have been organized to in
clude the present-day system. 

Resistance to Improvement.-Modern clearing systems 
have four principal functions: (1) they clear trades between 
bro!~.!:§; (2) they handle the adjustmen~f iiiQJ1~erences 
growing out of cleareclfraae[;:lJ") they require an imj>artial 
and prompt adjustment of_ma!"gi!t~..:b~tW~llbio~;a:nd (4) 
they dlrecCtlie-iiiaking oL~eliy~xks. Of these four functions 
we have seen that earlle"i--methods in part accomplished the first 
two. We will now need to examine in the following chapter in 
some detail the manner in which earlier methods have been ma
terially improved by present-day plans. 

It is in place here to observe briefly that the former methods 
were not abandoned nor the latter adopted by our leading ex
changes without considerable resistance. It was long thought by 

II Dewey. 01. cit., p. 161 . 
.. Cf. Tanner, T. J., "The Kansas Dty Board of Trade Oearing House:' 

Annals of the Amer. Acad. of Pol. and Social Science, Sept., 1911, p. 239. 
It was organized at this time apparently as a department of the Board of 
Trade, not being incorporated until 1913 as the Grain Oearing Company. 
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many members of these exchanges that a measure of secrecy is 
lost in entrusting important information of inter-broker deal
ings to a clearing house body. But it has been found that the 
advantages gained in efficiency and fairness far outweigh this 
sacrifice of secrecy. Like most bridges that are crossed before 
arrival, it has also been found that little can be known through 
the operations of the clearing house either of significant value 
or that would not be as fully known through the operation of 
earlier methods. 

Two other alleged advantages of the older system should be 
mentioned. It was argued that where trades could be cleared 
only by mutual agreement, it served as a restraining influence 
upon financially weaker members. A larger firm could go along 
for some time without "ringing out," but the smaller and 
weaker had to take care continually, because of the margins 
required, that their trades were closed. It can be easily seen, 
however, that this sword of the larger firms has two edges, 
it being possible by this same means to considerably hamper a 
small but enterprising firm to the advantage of the larger one.15 

The other advantage claimed was in a saving of credit. It was 
the general practice under the old plan, and especially so at 
Chicago, for brokers to require margins of each other com
mensurate with financial strength, confidence, and friendly re
lations. Accordingly between some firms little or no margins 
were put up; in other cases full amounts were exacted. Under 
the complete system the same standards serve for all; and while 
this may require larger margin for some, it is eminently fairer 
than the earlier plan. 

.. Cf. Hubbard, 01. cit., pp. 264-265; also Repo,., of the Fede.-al T,.ade 
Commission on the G,.ain T,.ade, Vol. V, p. 240 ff. 



CHAPTER XII 

CLEARING OF FUTURE CONTRACTS (continued) 

3. PRESENT-DAY METHODS OF CLEARING CoNTRACTS 

It is not advisable to fully describe each of the various clear
ing plans in use at the present time. They are very much alike in 
essential features and for that reason a description of anyone 
will serve our purpose with an occasional reference to minor 
variations appearing in the· others. Accordingly we will rely 
mainly on the system in force on the Chicago Board of Trade 
as the basis of our analysis. For some of the more important 
steps in clearing, however, we will also present the forms used 
by the New York Cotton Exchange Oearing Association1 since 
they show in greater detail certain essential information. 

Form of Organization.-All of the present-day plans func
tion through some form of clearing house. With one excep
tion,-that of the Chicago Open Board of Trade which oper~ 
ates an agency for the purpose,-the clea!ing hous~is..a...sepa.:_ 
rate corporationfgrm~d. specifically for the purpose. Its powers 
include th~-p-~i~ilege of dealing i~· those commodities -handled 
by the exchange, "to settle, adjust and ,=lear.Jor a c0f!1~!1s~ 
tion contracts for the p1,1@ase-andsale of commodities," to ad
just arurClear'mon~y bala~esandi~-oilieiwaysto handle the 
business of the exChange. The form of organization includes 
a Boarci of Governors elected by the stockholders, this Board 
having gener;t supervisio;.-The officers include a President, 
Vice-President, Secretary, Treasurer, etc., with the immediate 
direction of the work of the Oearing Association vested in the 
Secretary or a Manager. To be a stockb.al!kLan(th~ru:e-a.mem
ber in the Clearing Association or Corporation it is necessary 
first to be a member or"member-firm oft1e Jfxcnange and in 

'----- --_.,---- - -._------' ---
• And also used in substantially the same form by the New Orleans Cot

ton Exchange, the New York Coffee and Sugar Excharige and most of 
the other exchanges. 
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addition to 'show financi;!... re~nsibility commensurate with 
one's trading .. While the number of shares of stock held by 
each stockholder varies with the volume of business he or his 
firm does (in order to equitably distribute the financial burden 
of the Corporation), each stockholder has but one vote at meet
ings or elections. 

The regular expenses of operation are raised through a fee 
levied on all members of the Clearing Corporation in propor
tion fo the vOlu~e of items cleared.2 If this fee is larger than 
needed a refund in the form of a dividend is paid at the end of 
the year. Thus if a firm does a considerable volume of business 
each year it will pay to belong to the clearing association since 
the fees plus the cost of purchasing the necessary stock will be 
smaller than the amount charged by another member to clear 
trades for it. But for the smaller firms it is more economical 
to have their trades cleared by someone else. With a member
ship in the Chicago Board of Trade of over 1,600, there are 
only 125 to 150 clearing members and a similar ratio is true 
for other exchanges. 

Relation of Clearing Corporation to Its Members.-The 
theory underlying the complete clearing system is that in all in
ter-broker transactions the Clearing Corporati.on shall be sub
stituted ~._ seller to all buyers and as bu:rer to all sellers. We 
have already-seenthatu~dei-earITer-methodStli.ls plan was oc
casionally employed between brokers in settlement by transfer. 
Here it is proposed to make a general and complete transfer of 
trades, substituting the Clearing House in each case for the 
broker with whom the trade was actually made. If Bl sells to 
BlI, each will at the close of trading that day substitute the 
Clearing Corporation for the other,-B1 then looking to the 
Clearing Corporation to fulfill his sale· and Bli similarly turning 
to this body to fulfill his purchase. 

It can be seen at once that by this arrangement only two 
party "rings" need be formed, or in other words direct settle-

• For the Chicago Board of Trade Clearing Corporation the fee (1930) 
is 1% cents per 5,000 bushel for grain and 1% cents per SO bales of cotton. 
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ments, "and that·a maximum number of these direct settlements 
are automatically made possible at the close of every trading 
session. Suppose Bl to have bought from B2 and to have sold 
to Ba. Then by substituting the Gearing House on the opposite 
end of each of these contracts, the sequence becomes: B.
C.H.-B1-C.H.-Bs• Here Bl can at once clear, having both 
purchased and sold to the same interest. So in every series of 
trades whether with the same parties or different parties, if 
they are for the same commodity and future and balance in 
sales and purchases, they can be cleared at once with the Clear
ing House. 

The By-laws of the Chicago Board of Trade Clearing Cor
poration read as follows on this point: 

Buyers and sellers of commodities on change for future delivery 
may tender their contracts for clearance to the clearing house, and if 
the clearing house accept the same, the buyer shall be deemed to have 
bought such commodity from the clearing house, and the seller shall 
be deemed to have sold such commodity to the clearing house. Such sub
stitution, shall be effective in law for all purposes. The original buyers 
and sellers shall be released from their obligations to each other, and 
the clearing house shall be deemed to have succeeded to all the rights, 
and to have assumed aU the obligations of the original parties to such 
contracts. 

This provision is clear and unequivocal. Through it the Clear
ing Corporation assumes the entire responsibility of the orig
inal parties in law and in fact.a If for any reason a seller sub
sequently fails to fulfill his agreement to the Clearing House, 
this does not free the latter with respect to the opposite or ul
timate buyer; so also if a buyer fails to take up and pay for a 
contract l11ade with the Clearing House, the latter cannot turn 

• Substantially this same clause appears in the rules of the other leading 
clearing corporations. An exception is to be found in the Rules of the 
Duluth Board of Trade Dearing Association (p. 10). Here the Association 
specifically states its legal position to be that of "agent or trustee for the 
members making such trade" and denies responsibility in event of a mem~ 
bel' defaulting. Under this plan the one suffering the consequences of de
fault is determined purely by the circumstance of having a trade open 
at the time. This is not likely to be the original party to the contract and 
is, therefore, inequitable in its effect. 
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back to the'original seller to recover. While this responsibility 
on the part of the Clearing Corporation appears weighty be
cause of its magnitude, it is not in fact, due to the continuous 
check kept upon each of its members through an adequate and 
uniform plan of margins. 

Confirmation of Trades.-The first operation performed by 
the Clearing House each day is the distribution of confirma
tion slips. This minor function was, as we have seen, a detail 
of earlier methods and consists of simply sorting the slips as 

'JUL 111930 
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Chi ... o Board 01 Tnde, .. fell ..... 01 
/l.13.~ t!.r-.l __ 

"'-
PoI_ 
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Q I • 
I 
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I 

+ 
RAYMOND a leE. CO. 

_Ifli'##: 
FiG. 2O.-Confirmation slip used to 
verify oral trades between clearing 

members. 

they are received and redis
tributing them in a system of 
boxes. Figure 20 shows such 
a slip used for grain on the 
Chicago Board of Trade. It 
was prepared by Lee and Co. 
from memoranda returned 
from the pit A similar slip 
will be prepared by A.B. and 
Co. except that it will read 
"sales" instead of "pur
chases." These the Clearing 
House will receive and dis
tribute,-Lee and Company's 
slip being placed in A.B. and 
Company's box and the lat
ter's slip going to the former's 
box. A representative from 

each firm will then come to the Clearing House and get this slip 
along with many others and check them against their own 
records. If they disagree in any particular the difference will 
have to be corrected between the two firms, otherwise this item 
cannot be handled by the Clearing House. Upon the N ew York 
Cotton Exchange and certain of the other exchanges these con
firmations are exhanged and signed by representatives of the 
various firms on the floor of the exchange immediately follow-
ing the trading session. . 
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Purchase and Sales Sheet.-During the course of each trad
ing session the trades made by a firm are being currently re
corded. They are as a rule entered first in a record book known 
as the blotter,-from whom bought or to whom sold, amount, 
commodity and future, price, and the name of the customer 
from whom purchased or to whom sold. From this record a 
purchase sheet and a sales sheet is prepared by each clearing 
firm for the Clearing House and as soon as the trading session 
is over it can be completed. The confirmation slips are then 
checked against it and if each entry checks it is ready for the 
Oearing House. While the regulations usually provide 7:00 
P.M. as the time limit for the clearing house reports to be in, 
they are usually ready by 4:00 or 5 :00 o'clock. 

Figure 21 is a somewhat abbreviated but representative sam
ple of a purchase sheet and of a sales sheet as used upon the 
New York Cotton Exchange. Here the purchases of S.R. and 
Co. are listed showing from whom bought using a firm num
ber, the amount, the future, the contract price, the settlement 
price established by the Exchange for that day and whether 
the Clearing House is to debit or to credit S.R. and Company's 
account. Similar information is shown for the sales sheet, with 
summary totals for amounts and debits and credits for both. 

The Variation Margin.-The point deserving special con
sideration in these records of purchases and sales is the adjust
ment of each price to the settlement price, the latter being de
termined by the closing price that day. For example, in Figure 
21, S.R. and Co. bought of H.D. and Co. (Number 10) 200 
bales of March cotton at 17.21 cents per pound. Between the 
time this contract was entered into (which might have been at 
11:40 A.M.) and the closing time at 3:00 P.M., March cotton 
declined 9 points, the closing or settlement price being 17.12 
cents per pound. Since S.R. and Co. was a purchaser, this de- . 
cline of 9 points on 2 contracts was to his disadvantage and so 
he debited himself 18 points in his account with the Clearing 
House. Conversely H.D. and Co. who will enter this trade on 
his sales sheet will credit himself this 18 points with the c1ear-
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FIG. 21.-Purc;hase $heet and sales sheet used in clearing. trades. 
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ing house. As a result of this operation, S.R. and Co. on the 
very first day this trade was open was forced to give to H.D. 
and Co. through the Oearing House an amount sufficient to 
margin the trade up to the closing price. We will see in a mo
ment that each party will have to put up a much larger and 
more substantial margin on this trade based upon the close 
or settlement price of the market. It is sufficient to note here 
that they have already margined up each of their trades to the 
close according as the variations in the market moved against 
them; and they have drawn down their margins in each case 
where the market moved in their favor. These minor margins 
constitute a part of the member's' daily variation margins, the 
remaining part being found in the summary sheet to follow. 

Recapitulation Sheet.-We have prepared in Figure 22 some 
sample entries for the second major form required daily of each 
clearing member,-the recapitulation statement. It is a sum
mary statement of the broker's positions growing out of to
day's as well as earlier trading and showing the margin re
quirements as a result of these positions. We have transcribed 
S.R. and Company's trades made today as given on its pur
chase and sales sheet. They are shown in the column marked 
"today's trading" in which a total of 800 bales were bought 
and 600 sold. There is then inserted to the right the various 
street positions of S.R. and Co. "carried over from yesterday." 
These consist of a long position in July cotton of 400 bales and 
in December of 200 bales and.a ~hort position in the January, 
May and October futures. 

The positions carried over from yesterday are then merged 
with the trades made today to obtain the street positions as of 
the close of trading today. This combined position by futures 
is labeled "carried over for tomorrow." It is this last position 
that requires adequate margining by the broker. In our illus- . 
tration S.R. and Co; finds himself at the close of trading to
day net long 100 March, 700 July and 100 December, with an
other 100 December long during the next 6 days on a trans
ferable notice; he is short 500 January and 100 October or a 
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combined long position of 1,000 bales and a combined short 
position of 600 bales. 

The Original Margin.:.......Since the Oearing House is assum
ing the opposite end of each of these contracts, it requires that 
at all times an adequate original margin be kept by the broker. 

NEi'YoRiocorroiAEicwGtC(EARI~OCIATION:b~ 
un --= 7 ~:~.:::::::.:: :.:;:-= --.... . 

NEW y,..,.. t» r' a1II 
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FIG. 22.-The Recapitulation statement used in clearing trades. 

The broker in tum has a right to expect financial responsibility 
of the Clearing House as a similar protection. We will have 
occasion a little later in this connection to outline the financial 
strength of this body. In our example in Figure 22, the orig
inal margin requirement for cotton on the New York Cotton 
Exchange has been set at $5.00 per bale (or 100 points) on the 
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net position of the broker and $2.00 per bale ( or 40 points) on 
the straddle interest. This margin is set by the Clearing House 
and varies somewhat from time to time depending upon the 
state of the market. 

It will be observed that the margin upon the straddle inter
est is considerably smaller. This is occasioned by the fact that 
market losses in one future will be largely offset by market 
gains in another. Thus S.R. and Co. is short 500 January and 
100 October. If the market the following day should move up 
adversely to these positions it will doubtless move up also in 
the July future and the straddle of 600 of the 700 long posi
tion in the July will offset in large part the loss on the short 
contracts. For this reason the original margin on straddle 
interests need not be nearly so large as on trades which have 
no offsetting position. 

Our illustration requires a total original margin of $3,200 
but since the broker already had $1,700 up from the previous 
day, the net deficiency amounts to $1,500. In this illustration 
the original margin put up is the exact amount required. As a 
rule, however, the broker will deposit a somewhat larger sum 
to be conservative. 

The Variation Margin Again.-We have already described 
that part of the variation margin calculated from the Purchase 
and Sales Sheets. This was designed to bring the contract 
prices of the current day's trades up to the settlement prices. 
These debits and credits in our illustration amounted to a total 
of 41 points and 14 points respectively per bale for the pur
chase sheet and to a credit of 39 points for the sales sheet. 
They are now transferred to the Recapitulation Statement and 
appear at the right-hand side. To them are added "differences 
on old contracts" of 60 debits and 44 credits. These "differ
ences" are variation margins growing out of changes in price. 
upon open trades from the close yesterday to the close today. 
Thus we find that S.R. and Co. "carried over from yester
day" 200 January short and under the column headed "Settling 
Price" we learn that January has declined 11 points from the 
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close yesterday. to the close today. Accordingly a credit of 22 
points per bale is shown at the right. So also for the other po
sitions carried forward. 

The effect of this adjustment is to bring the price of every 
open contract up to today's close. If the market moves against 
a broker in his street position he must each day supply funds 
to keep his position paid up and his original margin intact. If 
it moves in his favor he can draw down these funds. In Figure 
22, then, S.R. and Co. has a total debit of 101 points, a total 
credit of 97 points with a net debit difference in points of 4. 
A point is 1/100 of a cent per pound and on a contract of 
50,000 pounds (100 bales of 500 pounds each) amounts to 
$5.00. Thus for four points a check to the Oearing House of 
$20 is required. 

Forms Used by the Chicago Board of Trade Clearing Cor
poration.-The forms of the New York Cotton Exchange 
Clearing Association which we have just described are some
what easier to follow than those used by the Chicago Board of 
Trade. For this reason they have been used as the basis of our 
description. Similar forms are used upon most of the other ex
changes. Those used at Chicago eliminate from the purchase 
and sales sheet the contract and settlement prices. Columns are 
devoted to amounts hought and sold and the amounts to be 
paid or received,-these latter figures being determined, of 
course, by the settlement prices. But this calculation is done in 
the broker's office upon separate work sheets, and is not shown 
on the clearing house forms. In this respect the Chicago forms 
disclose somewhat less information to the Clearing House than 
on other exchanges with possibly a little less work involved. 
The Recapitulation Sheet similarly does not show the separate 
calculation of the variation margin on contracts carried for
ward but simply states the amounts to be paid or received. 
Otherwise the information submitted and the type of margins 
required are the same as for the N ew York Cotton Exchange 
with the exception that no margin is required on straddle in
terests. 
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Call Variation Margin.-We have outlined how open trades 
are brought to the closing or settlement price through the pay
ment of a regular variation margin. It not infrequently hap
pens, however, that the fluctuation in prices the following day 
is sufficiently large to require an additional variation margin 
before the close. This usually takes the form of a written call 
sent out by the Clearing House, a sample of which is shown 
in Figure 23. This call must be responded to within an hour 
or the member will be regarded as in default. The frequency 
with which the Clearing House will need to call upon mem
bers will depend upon the state of the market an~ the size of 

DAILY VARIATION MARGIN CALL 

Board of Trade Clearing Corporation 
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FIG. 23.-Form used to call for an additional variation margin. 

original margins required. Thus in our illustration of S.R. and 
Co. in Figure 22, it would doubtless receive a call the following 
day should the market decline 40 points or more, the Clearing 
Association using its own discretion regarding how much of an 
impairment of original margin must take place before addi
tional funds are needed. 

The Clearing Process.-We have described in some detail 
the technique of clearing for the principal purpose of more 
fully understanding just what is accomplished. We need now. 
to distinguish the forest from the trees. In submitting to the 
Clearing House each day his entire trades, and substituting the 
latter as the opposite contracting party to each, the broker off
sets and settles all street positions in the same commodity and 
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future of equal amounts and opposite in character. Such off
sets are final and he has no further responsibility regarding 
them.4. They become accordingly, cleared trades; and the ac
counting procedure of handling the trades through a clearing 
body is the clearing process. 

Thus in our illustration in Figure 22 of S. R. and Company, 
300 March and 100 May were cleared. They do not appear 
on the record of trades carried over for tomorrow nor will 
they appear on any subsequent day. We may refer to this as a 
complete clearing system, too, because every possible position 
and trade that could be cleared is cleared each day, assuming 
of course that the brokers choose to use the Oearing House 
for all of their street trades. 

V ariation Margin Reflects Profits and Losses.-A close ob
server will have noted that in adjusting open trades to the set
tlement price each day, brokers are also paying up losses or 
drawing down profits. Thus if a broker's street position is net 
long and the market moves down he will add more margin 
which is another way of saying he will pay his loss. One or 
more other brokers must be to an equal extent net short and 
they will draw down theix: margin or take their profit. 

This profit or loss is, however, more nominal than real with 
respect to the brokerage firm in so far as it represents cus
tomers' trading. A loss which it must pay to the Oearing House 

• On this point the By-laws of the Board of Trade Clearing Corporation 
read (Sec. 48, Offsets.): "Where, as the result of any such substitution, 
any member has bought from the clearing house any amount of a given 
commodity for a particular delivery, and subsequently, and prior to such 
delivery, such member sells to the clearing house any amount of the same 
commodity for the same delivery, the subsequent transaction shall be 
deemed pro. tanto a settlement or adjustment of the prior transaction. In 
like manner, where a member sells, and subsequently, and before delivery, 
such member buys the same commodity for the same delivery, the second 
transaction shall be deemed Pro tanto a settlemeJ;lt or adjustment of the 
prior transaction. Thereupon, such member shall become liable to pay the 
loss or entitled to collect the profit as the case may be upon such adjusted 
transactions, and shall be under no further liability to receive or make de
livery with respect thereto." 
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in the form of additional variation margin it will in turn re
quire to be met by its customers; and any profit it may tem
porarily derive from the Clearing House will be turned over to 
the customers as accounts are settled from time to time. In 
this particular, adjustments in margins or the payment of 
losses and receipt of profits is much more precise and depend
able between brokers t~an between customers and broker. And 
because this is true, margins exacted from customers are con
siderably larger so that adjustment each day is unnecessary. 
A brokerage firm thus becomes custodian or trustee for con
siderable sums of money from which a certain amount of profit 
in the form of interest is derived. 

The Handling of Deliveries.-Under practically all of the 
present-day plans of clearing, the Clearing House functions to 
some extent in the handling of deliveries though the rules and 
practice on the subject vary somewhat with exchanges. Most 
of the exchanges permit of delivery direct between members 
where a trade has been made in a current delivery month. Thus 
on May 5, Bl sells to B. 10 May oats. Exercising his right of 
seller's option, Bl may inform Bs that day by means of a de
livery notice to take up the warehouse receipt. Such a form of 
trade is very much like a spot or cash transaction. The usual 
situation in which delivery arises is, however, not so clear cut. 
As a rule the seller has sold before the delivery month arrives 
and this original buyer has in turn sold, cleared his position 
and passed out of the picture. Here the original seller does not 
know and has no way of determining precisely to whom to 
deliver. Here the Clearing House again steps in as buyer to the 
seller and as seller to the ultimate buyer. The seller accordingly 
addresses his delivery notice to the Clearing House. 

When a seller serves notice on the Oearing House, it be
comes the latter's task to pass it on to a buyer still open in that 
future. Since only trades of equivalent amounts in purchases' 
and sales are cleared, it follows that there are always in amount 
buyers open on the long side exactly equal to sellers open on the 
short side. The task of the Oearing House is to choose among 
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the various buyers upon whom it shall serve notice. The usual 
rule of choice for this purpose is the length of time the trade 
has been open, the oldest outstanding long receiving the notice 
in each case. The Clearing House then sends a memo to the 
seller informing him to whom his transferable notice was de
livered and accordingly from whom he may expect payment 
upon delivery of the warehouse receipt .. 

In the handling of the payment for the delivery, practice is 
not uniform. In most cases payment is made direct from ulti
mate buyer to ultimate seller at the time of delivery of the 
warehouse receipt; in some plans, however, it is made through 
the Clearing House. In either event the delivery price is de
termined by the settlement price at the time. In grain where 
delivery takes place the day of notice or the following day, the 
last settlement price is the delivery price. It is clear that this 
is equita:ble to both parties since daily variation margins have 
brought their actual contract price right up to this point and 
whether they use one settlement price or another is of little 
moment so long as each broker's contract price has previously 
been brought to this point. 

In cotton and in certain other commodities there is a delay 
of a few days between the day of notice and the day of de
livery. For cotton this period is five business days. Because of 
this longer period of notice, it not infrequently happens that a 
delivery notice may pass through several hands before being 
"stopped" by an ultimate buyer. Thus X and Co. which happens 
to be the oldest long receives a transferable notice from the 
Clearing House at the opening of a trading session. Not wish
ing to take up the actual commodity, it will sell immediately 
the amount of the current future designated on the notice and 
return the latter endorsed to the Clearing House with the 
name of the party to whom sold as a proof of sale. To be ac
ceptable this must be done within a period of one hour upon 
the Chicago Board of Trade. The Oearing House will then 
pass the notice on to the next oldest long, and so it may be 
passed around through a number of hands within a trading day 
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to lodge ultimately in the hands of a firm desiring actual de
livery. 

Financial Responsibility of Clearing Houses.-In the street 
positions set up between brokers. the Dearing House, as we 
have seen, substitutes itself as buyer to every seller and as seller 
to every buyer. Accordingly it is necessary for the Clearing 
House to m~intain financial strength commensurate with its re
sponsibilIty. This IS accomplislieOlirsrofalltbrougn tile sale 
of its stock to members of the Dearing Association. Each 
firm who becomes a clearing member is required to purchase, 
at the prevailing book value, shares in the Dearing Corp-oration 
in proportion to its -prospective volume of business. These 
shares are uStiaIfyfew in nU!l1ber but aresofd at a high figure 
so that the total sum received . from this source amounts to· a 
considerable sum. The Dearing House maintains a perma
nent lien upon these shares as well asthe priy!i~g~:to bU); them 
back at any time. .. 

In··addition to this capital asset. many of the exchanges 
maintain a- guaranty fu~ as a permanent protection to its 
members. Thus the N ew York Cotton Exchange Clearing As
sociation requires of each clearing member an advance of 
$15.000 upon joining. This fund can be used to meet loss to 
the Association due to the default of any of its m~bets. In the 
event that it becomes necessary to draw upon this fund as 
for example in the case of a serious fanure;-the rules of the 
Dearing Association provide for the right to assess each mem
ber in proportion to his volume of business for the purpose of 
restoring the fund to its original amount. 

Each clearing member is required ~ to deposi!. through the 
Clearing House an original margin w~_l1a.ve already 
described. These moniesare depoSited at approved banks and 
can ordinarily be-withdrawn only to the joint order of both the. 
depositing firm and the Clearing House. But in the event of 
default. the latter is privileged to withdraw any or all of the 
margin of such defaulting member for its own protection. But 
what is for its protection is in reality for the protection of 
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parties open on the opposite end of outstanding contracts. Ac
cordingly these deposits of original margins constitute a source 
of strength to the Clearing House as well as the depositing 
member. . 

Current expenses are met from fees regularly-levied so that 
additional funds are needed only in unusual situations. Some 
of the clearing houses have built up an item of surplus from 
current income which can be used to meet immediate and 
rather substantial losses. It may be readily seen that these vari
ous active and potential assets make of a well-managed Oear
ing House a financially strong institution though as a matter of 
fact they are seldom called upon in actual test of their strength. 

Inter-broker Accounting.-There was outlined in an earlier 
chapter the principal accounting records relating to customers. 
These include usually a Customers Option Ledger in which a 
record is made of the details of each trade classified alphabeti
cally by customers, a Customers financial Ledger in which is 
kept a record of receipts or payments from or to each customer 
(in which house accounts are also treated as customers) and to 
which gains or losses from dosed trades are posted, and the 
usual Margin Record currently kept up for each customer as a 
safeguard to the house. We have already had occasion also to 
point odt that the open positions of these customers cannot be 
specifically identified with corresponding open positions grow
ing out of trading between brokers. This is due to the fact that 
a customer's position is often closed before the interbroker 
position can be closed and as often the opposite is true. Accord
ingly these inter-broker or "street" positions as they are popu
larly called require the keeping of a separate record. This is 
handled in what is known as the Street Book. 

The Street Book is an all-import~ord. In a good many 
houses it is the book in which trades are originally recorded 
either from the pit brokers cards or the memoranda returned 
to the office at the time of purchase or sale. This is the case 
where a blotter is not kept; where it is the practice to keep a 
blotter, postings are made from it to the street book. Figure 
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24 shows the rulings with a typical entry of a Street Book rec
ord of sales. A similar ruling is used for purchases. The entries 
in the order shown give the date of sale, the name of the pit 
broker executing the trade, the pit brokers card number upon 
which the original record of the order is to be found, the name 
of the clearing firm to whom sold, sale price, check (v') 
against confirmation slips exchanged between brokers, United 
States Government sales tax of one cent per $100 of value, 
name of customer (or house account) for whom sold, folio 
page entry in Customers Option Ledger, account number 

8AU!I!I_ RA'IMOIC Lfe " (0..",_. 
I'=!:!:::!!:,!~~ .n . ~ .3~ .....-Y 
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FIG. 24.-Street book used as a record of inter-broker transactions in 

futures. 

stamped on Account Sales rendered to the customer and the 
ring number. The last named column is a hold over of pre 
clearing-house days when ring settlement was used but which 
is not used at present. 

It can be easily seen that this record contains all of the es
sential information of every trade. Entries are made using one 
line to each 5000 bushel unit of trading and according to the 
future in which they were made. A house can thus tell at a 
glance the net amount it has open on the street at any time for 
any future. This entire street position is, of course, under pres-
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ent-day clea,ring plans, the position which the house has with 
the Clearing House and upon which its original margin is de
termined and adjusted daily. 

The Grain Balance.-Aside from the current checks upon 
the accuracy of original entry, brokerage houses rely upon a 
periodic grain balance to prove the e~ternal accuracy of all of 
their accounts, both for customers and the street. Purchases 
entered in the Customers Option Ledger are likewise entered 
in the Street Book for identical amounts and prices. So also are 
sales. From day to day equal amounts of purchases and sales 
are closed for customers in the Customers Option Ledger and 
the net difference between purchase and sales prices calculated 
for the making up of Account Sales statements. Similarly from 
day to day equal amounts of purchases and sales of the street 
position are closed with the Clearing House and the net debits 
or credits posted to the Clearing House Account. It follows 
that the firm may at any time check the net amount in bushels 
it has open with customers in anyone future against the net 
amount open with the Clearing House. The two should balance 
both by futures and all futures combined since only equal 
amounts of purchases and sales have been cleared from the 
record. 

For a money balance it is necessary to account for the sums 
debited or credited to customers and to the Gearing House 
for the entire future up to the day the balance is being taken. 
Thus suppose the balance were as of the close, January 31. 
Then it would be necessary to know for each future from the 
time trading began in it the net debits and credits for trades 
closed for customers (before taking out tax or commissions). 
A special Grain Ledger is kept for this purpose to which post
ings are made daily and the total kept up to date. Similarly it 
is necessary to know the cumulative totals paid to and re
ceived from the Clearing House. If now a money balance is to 
be found between the customers end and the street end, it is 
necessary to add the cumulative total of customer debits and 
credits (net-) to the aggregate of price differences between the 
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contract price of each customer's trade not yet closed and the 
settlement price on January 31.6 This aggregate of price dif
ferences on customers open trades constitutes the paper losses 
or gains due to customers as of January 31. When added (or 
subtracted) from their total realized losses or gains, the com
bined figure should equal the aggregate paid or received to the 
Clearing House on trades in that future up to the close of 
January 31. No adjustment is necessary for open trades with 
the Oearing House to obtain their total debit or credit, since, as 
we have seen, this is accomplished daily through an adjustment 
of the firm's variation margin. If the total due to or from cus
tomers to date is equal to the total due to or from the Clearing 
House to date, aside from possible internal and compensating 
errors within individual accounts, the entire record is in balance 
up to that point. 

Resume.-What we have just outlined regarding the grain 
balance illustrates well the long-run identity of interest between 
customers trades and positions and inter~broker trades and 
positions. While at anyone point during the life of any future 
the aggregate street positions and money balances may vary 
widely from that of the customers, when reduced to a net figure 
they are the exact equivalent, and when carried forward to the 
close of the future all balance out to the ultimate benefit or 
loss of the customers involved, excluding of course the pay
ments of commissions and taxes by the customers. 

The following is an illustration of the channel through which 
an order may pass in the course of its execution. While this 
illustration probably involves two or three steps more than the 
most common course, it is not at all unusual. Here is shown the 
relaying of a sale of 10 May wheat and the positions set up 
as a result of it viewed only from the sales side. The customer 
in Miami becomes short 10 May wheat with his local broker; 

• In taking off a grain balance the usual practice is to handle debits and . 
credits separately, calculating an aggregate of open trades at the con
tract prices and entering as a counter figure the same trades figured at 
the settlement price as of the date the balance is taken off. The totals 
prove up the same in either case. # 
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the latter ~comes short 10 May on the books of the Eastern 
Firm in N. Y. City and so on to the Clearing Member who on 
reporting' this trade at the close of the day becomes short 10 
May with the Clearing House assuming all along the line no 
earlier positions in May wheat to have been set up. Now let 
us assume that another customer in Miami buys on the fol
lowing day 10 May wheat and that the order again passes 
through these identical channels. The result will be an offset 
of all of the inter-broker positions from the Miami office 
through to the Clearing House. The two customer positions, 
however, continue open in which each looks to the Miami firm 
for ultimate fulfillment. Similarly, hundreds of trades, through 

FIe. 2S.-Steps involved in executing a selling order in futures. 

many and sometimes rather circuitous routes are thus being 
set up each day necessitating a wide variety of inter-broker 
positions.6 

In its ultimate analysis the system of handling and clearing 
trades thus reveals itself as an elaborate mechanism designed 
for the convenient, quick and economical handling of trades. 
Without such a system, future trading could not be maintained 
beyond a small fraction of its present proportions. It requires 
for accurate operation (to borrow a phrase from political sci-

• An interesting diagram of the course followed in the execution of a 
large order through an out-of-town firm is to be found in Reports by 
Members of Grain lFutures Exchanges, Sen. Doc. No. 123, ,.1st Congo 2nd 
Sess. Part 2, p. 11. 
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ence) an elaborate system of checks and balances. To be finan
cially successful a volume of business commensurate with the 
expenses of maintaining offices and private wires must be ob
tained. 

4. LEGALITY OF THE CLEARING PROCESS 

The questi~ of the legality of the clearing ;Qrocess ha~been 
raise¥epeatedly in court. Most of the cases fall within the 
perio , 1880-1910, and it may be stated that its legality is now 
well established. The question of doubt was occasioned by the 
fact that through this process the vast majority of all future 
contracts are currently eliminated thus strongly suggesting 
that the plan is little more than a system of dealing in price 
differences. If this w~re true, future trading according to mod
em methods would be S!~ly __ ~~'ysteIJ:lof c()mmerci.afga,mh1ing. 
We shan ou_tline in this section the measure of truth in this 
reasoning when judged by present-day legal standards. 

Intent to Deliver a Basic Requirement.-The principal 
standard in testing whether this or any other commercial prac
tice is gambling is that of intent to deliver. This point we have 
already reviewed in connection with the nature of the future 
contract." It was pointed out there that to be legally binding 
both buyer and seller in entering into a co~(;t_!ll1J$t contem
plate its-fulfillment-by,lt:tua:t-de1iveIj. j'Int~nt to deliver" or 
"contemplating-de1ivery .... soFcotlrse a subjective affair and 
difficult to determine. Furthermore the burden of proof rests 
with~But the courts are willing to admit as-evide;;ce 
any material and objective facts which will aid in determining 
the intent of the contracting parties, and it is in this connection 
that the clearing function has been questioned. 

The Offsetting of Trades.-To lend reality to this problem, 
let us assume an illustration. Suppose the following transac
tions to be identical in amount and future, all made on the -
same day and that the contracting parties are all clearing mem
bers: Bl sells to B2; B2 to Ba; Ba to B4 ; B" to Bs. At the close 

• Chapter five. esp. pp. 114-117. 
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of business that day each broker sends his trades to the 
Clearing House and the latter interposes as buyer and seller to 
each trade. Then the series before being cleared would be: 
Bl--+C.H.--+Bs--+C.H.--+Ba--+C.H.--+B,,--+C.H.--+B5. After be
ing cleared the series is reduced to Bl--+C.H.--+Bs. Here. the 
Clearing House has offset the trades of B2 , Bs and B", and has 
substituted itself as buyer to Bl and as seller to Bs. Were there 
no other trades made by these brokers in this future, at ma
turity Bl would serve notice on the Gearing House and the 
latter would in turn pass the notice on to Bs thus bringing the 
two brokers together as ultimate buyer and seller. 

In this illustration, the question pertinent to our present 
problem is: how does this offsetting process affect the intent 
of the various brokers to deliver or to receive on their con
tracts? Clearly Bl and B5 are in no way affected. Were the 
intermediate trades of B2 , Bs and B" not offset and therefore 
not cleared, the process of fulfillment would take place at de
livery time when Bl would serve notice upon B2 • This notice 
would be passed along until it lodged in the hands of Bs. But 
this too is a clearing process. Were we to entirely eliminate any 
measure of clearing, individual bills of sale representative of 
the actual commodity in hand would have to be exchanged. The 
passing of delivery notices, or at an earlier date, the practice of 
offsetting trades takes the place of this actual delivery. These 
clearing methods thus appear as simplified and symbolic forms 
of delivery and are no different from any other short-cut in 
business practice. Viewed in this light, if the intermediate 
parties contemplated delivery at the time of contracting, there 
is no reason to believe it to be any different in case delivery 
is carried out through the ultimate issue of a bill of sale than 
through the device of offset and substitution. 

Board of Trade v. Christie Grain and Stock Company.
There have been many decisions in the State and Federal courts 
upholding the view that the offsetting of trades, either through 
a clearing house or by mutual arrangement, is in effect delivery. 
Perhaps the most celebrated of these is the case of the Christie 
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Grain and Stock Company against the Chicago Board of Trade. 
This case ultimately reached the United States Supreme Court 
and the decision delivered by Justice Holmes in 1905 has often 
been cited because of its clear and forceful statement (198 
U.S. 236). We quote from that portion which bears immedi
ately upon our present problem in which the question of doubt 
is raised regarding the intent of traders where clearing methods 
are employed. 

When the Chicago Board of Trade was incorporated we cannot 
doubt that it was expected to afford a market for future as well as 
present sales, with the necessary incidence of such a market, and 
while the State of Illinois allows that charter to stand, we cannot be
lieve that the pits, merely as places where future sales are made, are 
forbidden by the law. But again, the contracts made in the pits are 
contracts between the members. We must suppose that from the begin
ning as now, if a member had a contract with another member to buy 
a certain amount of wheat at a certain time and another to sell the 
same amount at the same time, it would be deemed unnecessary to 
exchange warehouse receipts. We must suppose that then as now, a 
settlement would be made by the payment of differences, after the 
analogy of a clearing house. This naturally would take place no less 
that the contracts were made in good faith for actual delivery, since 

. the result of actual delivery would be to leave the parties just where 
they were before. Set-off has all the effects of delivery. The ring settle
ment is simply a more complex case of the same kind. These settle-
ments would be frequent, as the number of persons buying and selling 
was comparatively small. 

The fact that contracts are satisfied in this way by set-off and the L
payment of differences detracts in no degree from the good faith of 
the parties, and if the parties know when they make such contracts 
that they are very likely to have a chance to satisfy them in that way 
and intend to make use of it, that fact is perfectly consistent with a 
serious business purpose and an intent that the contract shall mean 
what it says. 

It should be observed that the language of this decision makes 
the legal definition of delivery considerably broader than the 
usual business concept. In this legal sense it is necessary at the 
time of contracting to contemplate ultimate fulfillment by' 
actual delivery or some substitute involving offset. But in every 
case one of the alternatives and possibilities must be delivery 
by proffering the actual commodity. 
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Money Differences Not the Essential Issue.-It should also 
be observed that the point at issue does not involve the ques
tion of whether payment was made in full or simply by an ad
justment of money differences. One of the earmarks of g3m
bling in stocks and commodities js that the contracting-flarties 
profit orloseoy fortuitous price £.h~ges; but to be classed as 
gamblirrg--miscnafacteriStic mUSt be coupled with the fact that 
no g~uine facilities are afforded for the makingof actual de
livery nor any ;;rouS-intent to make delivery. Where the in
cidents of delivery are pres~nt, the question of whether profits 
or losses result from uncertain price changes and are adjusted 
by payments of money differences or whether they result from 
payments of the full purchase price becomes of no legal con-:
sequence whatever. 

v Proportion of Actual Deliveries Not an Issue.-In this same 
case of the Christie Grain Company, the Court considered, also, 
the point frequently raised that the proportion of all trades to 
the number maturing by actual delivery strongly suggests a lack 
of any serious intent to deliver. On this point the reasoning of 
the court is again clear and forceful. 

In the view which we take, the proportion of the dealings in the 
pit which are settled in this way [by off-set] throws no light on the 
question of the proportion of serious dealings for legitimate business 
purposes to those which fairly can be classed as wagers or pretended 
contracts. No more does the fact that the contracts thus disposed of 
call for many times the total receipts of grain in Chicago. The fact that 
they can be and are set-off sufficiently explains the possibility, which 
is no more wonderful than the enormous disproportion between the 
currency of the country and contracts for the payment of money, many 
of which in like manner are set off in clearing houses without anyone 
dreaming that they are not paid, and for the rest of which the same 
money suffices in succession, the less being needed the more rapid the 
circulation is. 

v Question of Intention a Question of Fact.-We have pointed 
out that the legality of clearing ~ethods, as well as the legality 
of the entire system of speculation in stocks and commodities, 
hinges upon the intent of the contracting parties. A final point 
in this coniiecfio~~whi~h should be emphasIzed is that intent 
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must in all instances be in accord with surrounding facts. 
Merely to state either orally or in writing that delivery is con
templated is insufficient where other attending facts strongly 
suggest the opposite. This point is excellently summarized in the 
case of Weare Commission Company v. People (209 Ill. 528). 

The question of intention is a question for the jury or for the 
court, to be determined by a consideration of all the evidence. . .. The 
intention of the parties in such cases may be determined from the 
nature of the transaction and from the manner and metho!LoLcarry
ing on the bu~.s. -.•• An examination of the authorities ... will 
show that the intention of the parties may be determined from a variety 
of circumstances. Among the circumstances, besides the mode of deal
ing between parties, is the pecuniary ability of the party purchasing. 
If the purchases of a party, as ordered through a broker are larger 
in amount than he is able to pay for, it is a strong circumstance in
dicating that there was no intention of receiving the property. but 
rather an intention to settle the difference between the market price and 
the contract price. Such intention may also be inferred where the party 
making the purchase never calls upon the party, ordering the purchase, 
for the purchase money but only for margins. It makes no difference 
whether the real intention is formally expressed in words or not, if 
the facts and circumstances in proof show, that it was the real under
standing that there should be no actual purchase and no delivery or 
acceptance of the property involved in the contract, but merely an 
adjustment of damages upon differences.8 

The opinions we have cited rightly emphasize the necessity of 
a serious purpose in all of the aspects of dealing in futures in 
contrast to their use as a sham for wagers. Where the former 
object is clearly evident, the form of delivery whether by actual 
commodity, by notice, by offset or substitution becomes of 
minor importance. 

Contracts with Customers.-When a member clears his 
trades with the Gearing House, the latter is freed from further 
responsibility as either buyer or seller. But this trade may be 

• Decided in 1904. The breaks shown in the quotation are a part of the 
printed decision. Another famous case reflecting this same view is J amie
son 'II. W~lIace, 167 III. 388 (1897). More recent cases are those of White 
'II. Turner-Hudnut Co., 322 Ilt..133 (1926) and Riordan'll. McCabe, 254 
Ill. App. 177 (1929). 
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and frequently is still open upon the books of the broker for the 
account of a customer. This situation may be illustrated as 
follows: 

C, B. 
I One May Cotton l 
B' ,C.H. I 

A t I 
'B. 

Here A has sold through his broker Bl one contract of May 
cotton to B2 and C has that same day bought through Bl one 
May of Ba. The Clearing House substitutes itself between Bl 
and Ba and Bl and Ba so that Bl clears this one May. The 
Clearing House then releases itself from further obligation 
with respect to Bt • But the latter is still responsible to A and to 
C since their trades continue open. We pointed out in an earlier 
chapter that in trading through a broker in which the principal 
is not disclosed, the broker is legally responsible in all par
ticulars for the ultimate fulfillment of his customers' trades.fI 

In the situation at hand Bl must, therefore, continue his re
sponsibility to A and C. 

The rule of the Chicago Board of Trade bearing on this 
whole situation reads as follows: 

316. Trades for Customers.-When a member makes a trade for 
future delivery of commodities for a customer (member or non-mem
ber) and the trade is cleared through the Dearing House, the Clearing 
House becomes the principal who is liable to the customer and to whom 
the customer is liable, subject to the following: (a) the trade shall 

. remain subject to the Charter, By-Laws and Resolutions of the Dear
ing House; (b) the trade may be offset against other trades of the 
clearing member as provided in Rule 315; (c) if the trade is not off
set, the member being a seller, tenders a delivery notice to the Dearing 
House, the member to whom such notice is passed, under Rules 286 
and 287, shall thereupon be substituted as buyer in lieu of the Dearing 
House; (d) if the trade is not offset, and the member, being a buyer, 
receives a delivery notice, under rules 286 and 287, the issuer of such 
notice shall thereupon be substituted as seller in lieu of the Clearing 
House; (e) if the trade is offset, the Clearing House shall be dis
charged, and the member himself shall be substituted for the Clearing 

• Cf. Chapter 10, pp. 167-168. 
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House as principal For the purpose of this. Rule, the first trades made 
shall be deemed the first trades offset. 

Attention is called to part (e) of this rule in which the broker 
is substituted in place of the Oearing House as principal with 
respect to trades open with customers A and C. A similar rule 
is provided in the regulations of the N ew York Cotton Ex
change.lo A moment's reflection will show that in all such situa
tions the brokerage house must have counter positions long 
and short of exactly equal amounts either with other customers, 
with their own house accounts or with other brokerage houses 
or the Clearing House at all times. This being the case, the 
requirement that the brokerage firm shall be substituted as 
principal amounts in practice to his guaranteeing the ultimate 
fulfillment by delivery or offset of all of his customers' trades. 
In fact the earlier wording of the rule of the Chicago Board 
of Trade stated that the broker guarantees his customers' 
tradesl1 and from a legal point of view this earlier statement 
is superior to the present wording. 

5. SUMMARY 

The purpose of this and the preceding chapter. has not been 
to instruct one in the intimate detail of brokerage accounting. 
To describe fully the many varieties of trades made upon our 
leading commodity exchanges, their form and purpose, and 
more especially how each "ties in" with the general accounting 
scheme would necessitate the unfolding of a veritable maze of 
inter-broker and customer-broker relationships. Many varieties 
of "accommodation" trades, "cross" trades, reciprocal busi
ness, "give-ups," transfers, special "make-up" practices and the 
shifting of accounts general1y, while involving the same prin
ciples of clearing and accounting which we have outlined, 
are frequently handled by methods peculiar to individual 
houses. Some of these devices involving elements of question-

• See their By-lQ'Ws, Sec. '36; also their Rules, rule number 6. 
II See the Rules, By-lQ'Ws and Regulations of the Chicago Board of Trade 

for the year 1923 or earlier years. Rule XXII, Sec. 9. 
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able social value will be touched upon in a later chapter on 
irregular practices. Brokerage accounting involving the clear
ing of trades was not deliberately planned and installed to meet 
the requirements of future trading. Rather it developed or 
evolved as future trading evolved an.d has aJwa~onstituted -an intimafe-pa:-:;:r:rt""'0c-i!f~lrt.-Ir:;:t~1-::s7for this reason that a fairly detailed 
desCi'IpIiOn-ol'1tspI'6cesses has been presented in the above 
chapters. Through a knowledge of these processes, greater 
insight is to be had into the fundamental nature and functions 
of future trading than could otherwise be attained. 

We have pointed out that under existing practice, the "life" 
of most future contracts is of short duration. While the buyer 
may purchase in February a-Tuture<coritract calling for ultimate 
delivery ten months hence, he may decide to sell a few days 
later. There are thus scores and scores of contracts being en
tered into and being closed every day involving a continual ad
justment of accounts between broker and customer and be
tween brokers. Compared with the number of ultimate cus
tomers involved, the brokers executing these trades are few in 
number. It follows that many: of their trades offset each other 
in the course of each tradin'g day. ~in~ry-;'~ised, 
therefOr~a<n~arjy d~t~to-permltbrokers·to set off against 
each other equal amounts of inter-broker tr~~~tions, to pay 
or receive any differ~~:l!!l~rice ~ permanently clear 
trades from their records. Wnile this did not absolve each in
dividualoroke~1rom~hls responsibility to his customers long or 

. short in the market, it greatly aided in lightening the load of 
inter-br.e~erac~5)':1~ing and especi~ in -..:.~~t1cing..?.iltar !e
quirements itithe fofm of margins. 

The earliest fOI111sfor-dearing trades were mutual arrange
ments in which each broker sought out other brokers with 
whom he had offsetting trades and arranged a settlement. 
These clearing methods assumed the form of dire~~t1ement, 
ring S~~n.!d~t!le~~~ by trans!~~ __ ~~~"_~~!~e.ni~I!tJlu:oygh 
the use-.eL a transferable notice~_Clearin~uses were later set 
up first as anai.dto-brokets-in confirming their trades and in 
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adjusting money balances growing out of cleared transactions. 
Later these clearing houses greatly enlarged their functions 

to assume actual direction in the clearing of trades and in the 
adjustment of margins ({ally. Fo~-this purpose separate cor
por~~!th adequate financial facilities have been orgaruzed 
by all of the leading commodity exchanges. All trades made 
between brokers'l11embers of theOearing House, are reported 
daily to 'tlie-CleariniHouse fn which the"latter assumes the 
position of buyer to eaclisefier and of seller to each buyer. 
Those trades which are not cleared call for delivery by ware
house receipt and the direction in this final step is also assumed 
by the Clearing House. 

Certain legal problems have from time to- time arisen in con
nection with this whole matter of offsetting and clearing trades. 
Almost without exception these questions have resolved them
selves into the issue of intent to deliver. Where the facts sur
rounding the making and handling of trades are such as to in
dicate that at the time of contracting the parties were simply 
dealing in price differences with no intention of carrying 
through the contract and assuming the responsiblity of delivery 
if necessary, the status of the trades becomes a mer~ wager. But 
where responsible intent may be presumed from the circum
stances of trading, no actual delivery need be made for the 
trade to be entirely legitimate. In this the offsetting of trades 
between brokers is a form of symbolic delivery and, therefore, 
the proportion of actual commodity involved assumes little 
significance. 



PART Two 

PRICE ASPECTS AND PROBLEMS OF 
FUTURE TRADING 



CHAPTER XIII 

THE PRICE STRUCTURE 

In this and the following eight chapters, it is proposed to con
sider the principal aspects of future trading as they relate to 
price. Price constitutes the central theme of every economic 
problem. It is not to be implied from this fact that it deserves 
consideration to the exclusion of other phases of a subject but 
only that its relative importance be recognized. Problems of 
price also constitute the most difficult part of an economic sub
ject to understand. For this reason their consideration has been 
postponed to the present point in order to build up a body of 
essential information regarding future trading. The preceding 
chapters outlining the evolution of future trading, the nature 
of the future contract, the market structure, rules, and form 
of trading should be a material aid to an understanding of this 
and succeeding chapters. It will be our purpose in this chapter 
to develop the theory of the subject unobscured as far as pos
sible by intricate and conflicting detail. To this end, only the 
broad and more fundamental phases of the subject will be con
sidered and these, also, as far as possible under the most favor
able conditions. Price relationslIip~jnJuJ~!~_tr~ding..frNuently 
preseD!, extreme.!Lbamini.iit!!~!!9!l.§_~i~llf;Lto_tll?4~~~~~!lct.or ex
plain. Our plan of procedure must, therefore, be to move 
fromthe simple to the complex, from the normal to the ab
normal. 

1. THE DETERMINATION OF PRICE 

The fundamental forces determining the price of a particular 
commodity future are the same forces as those determining the 
price of any other article of economic value. Futures are bought 
and sold the same as any other claim or right (0 wealth and 
reflect me value of the aRii:1e-g}!9iiI1ii1ii"subStarii:iallytl1esame 
manner. Let iiSinqillretlieri-into the determinants of the value 
of commodities used as a future trading medium. In the chap-

233 
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ter following the present one consideration will be given to the 
relation of cash prices to future prices. It is sufficient here to 
note that there is a close and inter-dependent relation between 
them and that the fundamental value of each reflects the same 
basic factors. It will be necessary then only to consider the 

. main determin.:nts of the cash price of particular commodities 
in this chapter and to reserve for the following one additional 
points of difference to futures. 

The Cost of Production and the General Level of Prices.
The starting point to an understanding of value is the cost of 
production. Cost of production does not determine the value 
of an article as it prevails at any particular point in time but 
rather serves to roughly mark its price limits over long periods 
of time. Let us take wheat as an example. The average farm 
price of wheat in the United States on December 1 for the ten 
year period, 1920-1929, was $1.13 per bushel according to the 
reports of the United States Department of Agriculture. Why 
was this average price $1.13 and not $2.13 or $.53? The answer 
is to be found mainly in the cost of producing wheat in the 
United States during this period.1 

Costs of producing wheat vary widely from farm to farm 
and from state to state but there is a minimum figure below 
which the bulk of the less productive areas cannot afford to be 
worked. This is true also in any program of intensive cultiva
tion. As a result, in years of bumper crops when prices fall 
below costs, planting is curtailed which in time reduces sup
plies and raises prices. And in years of high prices farmers are 
encouraged to plant more which in time lowers prices again. 
This interrelationship of price and acreage planted has been 
very ably demonstrated by Smith in comparing the spot price 
of cotton prevailing in January each year with the acreage de
voted to cotton during the ensuing season.· The cost of pro-

• Cf. Agricvltll,.e Yea,.book, 1927, pub. by U. S. Dept. of Agriculture pp. 
1135-1137 showing costs by states. 

\ J • Smith, B. B.o Factors Affecting tM Price of COttOIl, U. S. Dept. of 
~ ,Agr.o Tech. Bull. No. 50, 1928. 
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dueing a commodity thus serves as a broad and basic norm 
about which the actual price varies from year to year tending 
always under competition to be drawn back to this level. 

At what level this cost of production happens to fall and, 
therefore, about which the price of a commodity tends to range 
is determined by the general level of prices of" all commodities. 
Thus during the decade 1904-1913 the average farm price of 
wheat was $.84 per bushel instead of $1.13 prevailing after the 
World War. This difference is occasioned mainly by the gen
'eral decline in the purchasing power of the dollar from 1913 
to 1920 causing costs to rise correspondingly. 

2. DEMAND 

The Determinants of Demand,-While cost of product jon is 
fundamental in determining the general area within which the 
price of a commodity falls, it does not account for the major 
"swings" in price from month to month and from year to 
year. These are accounted for under the general categories 
of demand and supply. It is not in place here to enter into an 
extendecraiscourse upon demand and supply since it constitutes 
an important part of every general treatise in economics. In
stead we will need to note only points essential to an under
standing of price in the particular field where organized future 
trading prevails. 

The demand for any product such as wheat or the products 
of wheat is determined by two general factors: (1) desire and 
(2) purchasing power. To the extent that persons desirewheat 
products and possess the means of purchase, there will be a 
demand for these products. Many elements, in tum, are im
portant factors in determining both the purchasing power and 
the desire of potential buyers for a commodity. Thus desire is 
greatly influenced by the personal tastes of individuals and par ... 
ticularly as they are influenced by competing alternative prod
ucts offered for sale. Desire is also profoundly affected by the 
fact that additional units of a thing used or consumed render 
to the consumer less mId less satisfaction. This is referred to 



236 FUTURE TRADING 

by economists as the principle of diminishing utility. Purchas
ing power, too, has underlying determinants and notably those 
growing ont of the general wealth of individuals and of com
munities and conditions of employment. 

Demand a Schedule.-The entire demand for a particular 
article is made up of thousands of individual demands of many 

sizes and intensities. Some in
dividuals are willing and able 

(--- ------ t '2 to pay a high price while 
~ Z4YJ: others can afford only a very 
'Ij 2. l low price; at prevailing prices 
~ l 
'" I I some desire this article in 
~ ~tN ------+------ I I preference to other possible 
~ .4"0 : .1 iY purchases while others do 

0'1.-.-,:-" ~--!.?'--!:r'--BV5'H£-".J,,-;t-$s-!'--$ not. If we arrange these 

FIG. 26.-Illustration of a demand many individual demands ac
cording to the price and curve for wheat. 
amount of each. we will find 

that the eptire demand for any product consists of a schedule of 
prices at which varying quantities of the article will be bought. 
In this schedule, supply bears an inverse relation to price, i.e., 
the higher the price, the smaller the amount which will be 
bought. This relationship is usually illustrated by means of a 
demand curve. 

Figure 26 may be used to illustrate the demand schedule for 
wheat. On the horizontal axis OS, supply units of one billion 
bushels each have been laid off and on the perpendicular axis 
OP, price units are drawn. Then any point of intersection such 
as d1 'or d2 represents the price which buyers will pay for the 
corresponding supply and the entire curve DD' represents the 
entire demand schedule. At the point d1 in the illustration, $1.00 
will be paid for a supply of 4 billion bushels while $3.00 per 
bushel might be paid were the supply to fall to 2 billion bushels. 

An Increase or Decrease in Denwnd.-Were it possible to 
construct from actual experience a schedule of demand such as 
the one shown, it would be a true picture for only an instant 
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of time. Since demand is a vast composite of individual esti
mates it must shift as often as individual opinion shifts. If 
buyers change their mind and are now willing to buy a larger 
supply at the same price or pay a higher price for the same 
supply, demand has increased. Conversely, demand declines 
whenever only a smaller supply can be sold at the prevailing 
price or a lower price must be received for the same supply. 

Elasticity of Demand.-Commodities vary widely in elas
ticity of demand. For certain commodities, and notably lux
uries, a small change in price will result in a rather pronounced 
change in the supply which will be purchased. If the price is 
low, large amounts will be consumed but if high, little or none 
will be· bought. These articles are said to have an elastic de
mand. Other commodities, and notably necessities, have an 
inelastic demand. Variations in price do not affect as greatly 
the amount which buyers will purchase. These two types of 

p 
CAS£/ CAS'£ ,2 

# P 

~ 
3 

~ 2 

/ 

/ 

FIG. 27.-llIustration of an elastic and of an inelastic demand. 

demand are illustrated graphically in Figure 27. In Case 1, 
there is shown a wide variation in price with a comparatively 
smaIl change in supply. In Case 2, the supply offered increases 
more rapidly as the price is lowered. 

The Demand for Grain and C.otton.-It has been necessary 
to give this summary description of the essential features of 
demand in order to better characterize the demand for the prin-
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cipal staples -traded in on organized exchanges. The demand 
for grain and cotton and for grain futures and cotton. futures 
should be thought of as a schedule of prices at which buyers 
stand ready to purchase varying quantities of the commodity. 
This demand should be thought of not as some fixed objective 
affair but rather as a composite of thousands of opinions. Nor 
should every change in price be thought of as a change in de
mand. It is only when a larger amount will be taken at the same 
price or a higher price paid for the same amount that demand 
has increased. Demand has not necessarily changed when a 
higher price is being paid for a smaller amount. The price may 
have simply shifted to another point in the prevailing demand 
schedule. The demand for a commodity thus consists of an 
active demand which is the amount demanded (or consumed) 
at the prevailing price level and a potential demand which con
sists of higher prices at which levels smaller amounts will be 
taken and lower prices at which larger amounts will be taken.-

The demand for the principal commodities having future 
markets is falrTyst:i5fe an:(rre1itiveTyT~lastic. The reason for 
both ofthese--cnaiicterfstics is to be found mainly in the fact 
that these commodities occupy and have occupied for many 
years a position of prime necessity. Grain and cotton we must 
have every year and so far as human needs are concerned in 
somewhat the same quantities.4 Furthermore if the supplies are 
not forthcoming in the usual quantities we are willing to pay 

• In this discussion demand is being viewed as the quantities which will 
be "consumed" or "taken" at a given price rather than the amounts which 
will be purchased. The demand curve then reflects not only the potential 
and active buyers' estimates but also the reservation prices of sellers such, 
for example, as prices at which grain will be withheld for seed and feed. 
Supply thus becomes synonymous with total supply and not simply supply 
for sale. For the purpose of appraising the factors determining the price 
this general demand concept is more useful than a buyer's demand ap
proach. It eliminates; also, the necessity of using a supply curve representa
tive of a sellers' schedule of prices. Cf. Schultz, Henry, Statistical Laws 
of Demand and Supply, Univ. of Chic. Press, 1928, pp. 16-23. 

• Uniformity of consumption of grain and cotton is difficult to demon
strate in a quantitative way. Data of ultimate consumption are not available 
for either, and statistics of mill consumption are probably not a very ac-
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considerably more for them. On the other hand, if large sup
plies are produced, demand being comparatively inelastic, the 
price wili fall to low levels . before additional consumption is 
stimulated. These are important factors in determining the 
character of price movements in grain and cotton and their 
popularity as media for future trading. 

3. SUPPLY 

Supply..E.s a Price Determinant.-It is customary to say that 
the price of an article is determined by supply and demand. 
\Vhile this statement is doubtless true, it does not explain a 
great deal unless the terms are sharply defined and their im
plications understood. We have now briefly summarized the 
nature and principal determinants of demand. Could the de
mand for a particular product be accurately compiled and meas
ured at an instant in time, we would have a vast array of items 
each composed of a price and an amount which we could group 
and tabulate in the form of a schedule; and these, when plotted 
as shown in Figure 26, would describe a curve sloping down
ward and outward revealing a general tendency for the 
amounts demanded to increase as the price decreases. To de
termine the market price at that particular instant, all that 
would then be necessary would be to observe the point .on the 
horizontal scale where the existing supply falls and note the 
price on the demand curve corresponding to this point. 

It is, of course, impossible to demonstrate th~_interrelation 
of demand, supply and price in Pr'!~i1~insuCh a precise fash
ion. 'fJilsistrue foilworeason~: (1) the immensity of the 
ta~k, and (2) the fact that both the schedule of demand~dthe 
present supply are composed of personal estimates.E;~tr.emely 
difficult of accurate measure. Where attempts have been made 

--------. -.----

curate reflection of ultimate consumption. For flour consumption, 1880-1923 
see Wheat Studies of the Food Research Institute, Stanford University 
Vol. II, p. 240 ft. Cf. also Smith, B. B., op. cit., p. 9 for cotton. Cf. also 
findings of Timoshenko, V. P., Wheat Prices and the World Wheat Market, 
Cornell Univ. Agr. Experiment Station, Dec.. 1928, p. 36. 
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to measure quantitatively this relationship, the usual procedure 
has been to start with a prevailing price at a particular time 
and interpret it in the light of available data regarding supply 
and such factors of demand as appear important and lend 
themselves to measurement. By this method it is possible to 
compile a series of price-supply relationships as they have ap
peared at various points in the past and, upon the assumption 
that demand has not subsequently changed, to prepare an ap
proximation of the present schedule of demand. Some statisti
cal measurements of this kind will be reviewed later in this 
chapter as an aid to a practical understanding of the funda
mental determinants of price in this field. 

Importance of Supply as a Cause of Price Clw.nges in Agri
cultural C ommotlities.-Being inter-dependent, one cannot say 
that either demand or supply is the more important as a factor 
determining price. It is, however, possible to say which in a 

gi~~I.U!~~::!~_n_i~ mo~i~~mCaus,_i_n.:.:g-:p~r_ic_e-.s:-t_o-,;-ch_a_n .... g .... e __ i. 
and this second point is far more important than the first as a 
practical problem. We pointed out in the previous section that 
because the commodities of grain and cotton are necessities, 
the demand for them is fairly constant and comparatively in
elastic. To the extent that this is true, changes in supply mount 
in relative importance in accounting for changes in price. 
Stated in another way, to the extent that our tastes and needs 
change only slightly from year to year in measuring our desire 
for these commodities rather than other products. and to the 
extent that we continue ready to buy these commodities even 
though the price be relatively high for a given quantity and 
refuse to buy more than the usual supply without a radical 
drop in price, to that extent variations in supply become all im
portant in accounting for variations in price. 

The Nature of Supply in Agricultural Commodities.-The 
importance of changes in supply as price determinants is en
hanced by certain characteris~i-agcic1l1tw:aLcommodities. 
OnU$ the fact that additions to supply occur hu1...Q):Jfe a year. 
As soon as a given crop is known it can be accounted for in the 
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price with some degree of definiteness since another crop in 
the same area will not appear for another year. If the crop is 
small the price for the time being will thus likely be high and 
the reverse will be true should the crop be large. This is in 
marked contrast to an article of manufacture where the supply 
may be freely increased or decreased from time to time as it 
seems advisable. 

Agricultural s~~ist~!~e,~co~d!!~~~,,~t!.~D:~_~l?iect 
to tfi~'y'~~!!~_of _~~~~~..!t~4J.l!i!~nUniIl!~L~1~~ase. It is 
subject, under the elements of weather, to such a formidable 
array as drought, hot winds, excess moisture, stonns, hail, 
frost, floods and freezing and from plant and animal disease to 
scab, smut, rust, weevil, beetles, gophers, and an endless and 
ever-changing list of other fonns of pestilence. What a ~rop 
maX turn ~Lt~t.hY.Lb~Qm~s2!!_tt.t.I~~!!!!!I'! __ ~g~ir_ frQ.m 
planting time to harvest and what is actually produced is de
tennined in no small measure by these physical factors. 

In the third place, agricultural supply is somewhat distinc
tive due to the fact that it is so widely dis!ribut~ Millions of 
fanners produce our annual grain and cotton crop. These 
farmers are individual business entities each planning, planting 
and producing crops according to his own judgment. They are 
n9t only widely scattered tbrmtg-hout the United StateSllirt,ui 
SQ far as supplies in other.J?ro~ucing~J!as need enter into a 
cO,!1sideration ~~ic~t in many foreign countries as well. In 
addition to this widespread scatter of initial supplies, crops 
already harvested must be accounted for at the various stages 
in their movement from the farm to the consumer. Certain por
tions of the supply and notably those in transit and afloat, at 
terminal points in store (referred to in trade usage as the visi
ble . supply) and in the hands of mills can be fairly accurately. 
accounted for; but the so-called invisible supply at country 
points and still in the hands of farmers is far more difficult to 
estimate. This fraction, in particular, continually injects a 
sizable element of uncertainty into the estimates of total supply. 
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Finally, because of the fact that several months have to 
elapse from the time of planting to the time of harvest, agri
cul.!ural..§tipplY_»l1ls1.i.I'!t:!_l!~e _~S!!I?!~t~S_Qf.);t1ppljes in the mak
ing. ~t is quite true growing crops do not constitute a part of 
existing supplies but they are very definite commitments and 
serve ~!-n.:2_~.1_tpP~E~~! __ i!l..9.~~p.Lt)robab~ 
They are m fact potential supplies which if they appear either 
larger. than usual or smaller than usual very definitely affect 
present prices: if large prices will decline, if small they will 
rise. Since this factor of on-coming supplies involves an entire 
new crop, it becomes during the growing season the outstand
ing factor in the supply situation. To sUm!flariz~ then, agri
cultural supply includes not only actual stocks i~vari~us posi
tions but also potential supplies in the form of crop commit
ments; they are highly seasonal in character and subject to the 
many uncertainties of weather and plant and animal disease in 
their production; and being widely scattered throughout pro
ductive areas and marketing channels, they are very difficult to 
accurately estimate at any given time. 

4. QUANTITATIVE COMPARISONS OF SUPPLY AND PRICE 

There have been a number of investigations made during re
cent years which measure quantitatively the inter-relation of 
supply and price in agricultural commodities. Professor H. L. 
Moore is a pioneer in this field. In his work Economic Cycles: 
Their Law and Cause& appearing in 1914, he attempts to meas-

. ure the law of demand with reference to corn, oats, hay and 
potatoes. Following the war there appeared a. veritable rain 
of treatises on statistical method as applied to economic data 
and these have served both as a stimulus and as a means to 
further effort in the field. Most of the investigations, and par
ticularly those relating to agricultural commodities, use an 
historical approach analyzing comparable data over a series of 
years. These results are then thrown into a generalized form 

• Published by tha Macmillan Co., N.Y. 
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and, on the assumption that present and future experience is 
not unlike the past, attempts are made to foretell future de
velopments. This last step is of course the most uncertain in the 
analysis but if it contains any measure of accuracy it is also 
the most valuable. For our purpose here, however, it will be 
sufficient merely to review established relationships from past 
experience. 

Four lllustrations.-In Figures 28, 29, 30, and 31 the rela
tionship of supply to price is 
shown for four commodi
ties: oats, cotton, com and 
wheat. Each chart illustrates 
for a leading commodity the 
important influence of supply 
upon price. The charts are 

II<~~+.-F'I/ :: I , ~ , 
I "" " (lArs ~ ~ _ I'.H'6' _ , i 
FIG. 28.-Supply-price relationship 

for oats. 

taken with some minor adaptations from separate studies cover
ing varying periods of time.- The choice of data has in each case 
been determined mainly by the nature of the crop. For oats, the 
carry-over on farms and in the visible supply remaining from 
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each old crop has been added 
to the United States produc
tion to obtain a total supply 
prevailing in the late summer 
of each year. The price with 
which this supply is com
pared is an average of. cash 
prices at Chicago for the 

FIG. 29.-Supply-price relationship month of September. Using 
for cotton. 

data at this point in the crop 
year has two advantages: the supply can be most accurately de
termined at this point and no consideration need be given of the 
crop to be grown the following year. 

'The chart for oats is adapted from Killough, H. B., What Makes the 
Price of Oats', U. S. Dept. of Agr. Bull. No. 1351, Sept., 1925, p. 18 in 
which "United States production plus carry-over" has been substituted for 
"United States production." For cotton, data appearing in Smith, B. B., 
ot. cit., p. 58 have been used. The chart for com is taken from Hoffman, 
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Similarly for cotton, supply figures represent carry-over plus 
United States production. The price used is an average of spot 
prices at New Orleans during the month of December. The 
series of years included in the comparison for cotton, however, 

4~~~/.b~~~~n.~V.~~~d.~~3~~-UD 
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FIG. 30.-Supply-price relationship 
for corn. 

extends into the war and post 
war period, years during 
which a general increase in 
the level of prices took place 
greatly influencing cotton 
prices. Accordingly the influ
ence of this factor was re
moved before comparing the 
supply and price. T In the com 
chart, supply is represented 

by an average of merchantable stocks in all positions in the 
United States for November 1 and March 1. It thus represents 
the prevailing level of supply 
each year during the winter 
months. The price used is a 
weighted average of cash 
prices, Chicago, for the five 
months November, Decem
ber, January, February and 
March of each crop year with 
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FIG. 31.-Supply-price relationship 
for wheat. 

the influence of changes in the general1evel of prices removed.8 

G. Wright, Trading in Corn Futures, U. S. Dept. of Agr. Tech. Bull. No. 
199, 1930, p. 11. The chart for wheat is taken from Timoshenko, V. P., 0;. 
cit., p. 71. . 

• It was found by multiple correlation, using the price of cotton as the 
dependent variable and cotton supply and the "all commodity" index of 
the Bureau of Labor Statistics (base 1913=100) as independent variables, 
that the rate of change in the level of cotton prices for the period was 1.548 
times the rate of change in the "all commodity" index. Accordingly the 
items of the latter series were raised to the 1.548 power before being 
divided into the items of cotton prices. The deflated series was then ad
justed to a 50 per cent higher level in order to bring the adjusted series 
in line with the level of prices during post war years. 

• By dividing each average com price by the index of "all commodity" 
prices for the same period. This method assumes that the influence of the 
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In the chart relating to wheat, a somewhat different pro
cedure was followed. Here are shown changes in the annual 
production of wheat in the northern hemisphere with the cor
responding changes in the price of cash wheat at Kansas City 
up to the war period. In the three preceding commodities of 
oats, cotton and com the closeness of relationship between 
supply and price is the result in large part of the dominant 
position of the United States crop. But for wheat the United 
States crop is by no means as important. Europe (exclusive of 
Russia) is a considerably larger producer of wheat than the 
United States; and Asia (exclusive of China and Russia) to
gether with Canada annually produces another supply as large 
or larger than the United States. As a result production 
throughout the northern hemisphere has been compared with 
wheat prices at Kansas City.· 

The illustrations we have reviewed show in a quantitative 
way a fact stressed earlier in their chapter, viz., the funda
mental importance of supply "among agricultural commodities 
as a determinant of price. They illustrate also another fact: 
that from a study of the usual sources of information even for 
the most favorable periods of the year the price cannot be pre
cisely determined by the supply. Imperfections in available data 
form a serious handicap; other and normally minor factors 
from time to time assume importance; finally, generalizations 
built up from the experience of the past are framed to fit as per
fectly as possible this past experience and too often they lack 

"all commodity" index upon com prices is exactly 100 per cent each year. 
This may not in fact be the case and in this respect the method of multiple 
correlation employed by Smith in measuring this factor is thought to. be 
superior. Cf. Smith, op. cit., p. 26; also Killough, op. cit., p. 20. 

• A correlation of -.65 was found in this comparison in which price 
changes from spring to fall are compared with changes in production. Mr. 
Timoshenko found a much higher relationship in comparisons with prices 
prevailing on certain European markets. Thus for the liverPool market, 
changes in price from spring to fall correlated with Northern Hemisphere 
production -.866 and when account was taken of world production one year 
previous and two years previous as independent variables, a coefficient of 
multiple correlation of .939 was obtained. 
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for this very reason a necessary amount of adaptability when 
applied to changing future conditions. A number of studies 
have been made in which data of supply and price are thrown 
into generalized form. An "estimating equation" is calculated 
by methods which will assure as close a fit as possible to the 
individual items. From this equation one can then solve for 
price under any known supply situation. When plotted the 
equation usually takes the form of a schedule demand curve 
illustrating the degree to which any change in the supply will 
effect an inverse change in price.10 

5. SEASONAL MOVEMENTS IN PRICE 

We have now reviewed what the economist would term the 
"long run" factors determining the price of agricultural com
modities. Those describing the broad trend over many years 
are included in the two categories of costs of production and 
changes in the general level of all commodity ·prices. Those de
scribing changes occurring from year to year and for shorter 
periods as well fall in the categories of supply and demand. Of 
the various determinants of supply and demand, those causing 
major changes have thus far been considered with special em
phasis upon the important factor of variations in supply. For 
this purpose annual data were used. 

Demand and supply also include, however, changing situa
tions appearing within any crop year. These may be occurrences 
of a few months' duration, or of a few days' duration, or per
haps of only a few.moments' duration. We will in this and the 
following chapters give increasing attention to these more im
mediate factors. While they are not the broadly fundamental 
forces determining prices, they are in most situations the indicia 
determining precise points for purchase or sale and for this 
reason deserve careful consideration. ?~~~ot bought~t 

IOC£. Warren, G. F. and Pearson, F. A., Interrelationships of Supply and 
Price, Cornell University Agr. Experiment Station, Ithaca, N.Y., 1928, 
where a wide variety of agricultural commodities are examined. Pages 120-
125 give an 6:cellent list of similar investigations relating to this field. 
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av!.rag:e figures but rather at precise prices;· and for hedgers, 
spreaders or straddlers, scalpers and all speculators except those 
whose vision is broad and financial capacity ample, these im
mediate and specific prices in large measure determine plans of 
operation. 

Theory of Seasonal Price Variations.-It is appropriate to 
discuss one type of short-time variation in this chapter,-that 
of seasonal variations in price. These grow out of the fact that 
farm crops are harvested only once a year in the summer or 
fall but are consumed fairly uniformly throughout the year. 
Th~ situation requires that someone carry forw~.r.<i. !!t~~ s.1:1~ 
p'lies from the time OTIiirvest'tmiii neeaed··TI,i"1!.2s~~is~awn~ex",,pl"ens ....... ,e.W -__ .... _> __ .... _ .... , ..... ___ ... ~ __ ._, ....... -.... :::::1 _ 

those supplying this function in the f0!!I.!.~f stQ!~.~<llili?m!.!!.t.& 
i~~ce;nandling expenses and uninsurable ~isk. Here, then, 
we have another situation in price analysis fundamentally the 
same as any other problem of price. Grain prices or cotton 
prices tend in general to rise from the fall of the year to the 
late summer of the following year b~use-o'"teai;1i.§m~sive .
m~th's cost orciiryiiig-rofwardsuppi[es:'And this gradually 
increasing'season3:~~~s! .s,=!y~s as, ~ norm in<i~termin!ng t1:t~ 
~ent t,o. -~cti:l?rices. of ,grait,l or. c:()ttQn tend. to. .rise. pq~~. 
average over a series of years. These costs, and in tum seasonal 
prices, are dq;eIldent in' part;100, upon the general level of 
commodity prices. . 

At any particular time or for any particular year seasonal 
variations in price may depart far from the costs of carrying, 
depending upo.rt the facto.rs determining the demand and sup
ply for storage. This latter phase of the problem can be more 
advantageously discussed follo.wing a consideration of the re
lation of cash to future prices. It is mentioned here simply for 
the purpose of noting that the essential features of seasonal 
price are the same as those of other problems in pdce. 

Trend in Seasonal Price Variations.-We can measure the 
general way in which the spot price of a commo.dity tends to. 
rise with the advance o.f the crop year by averaging the prices . 
fo.r the same periods each year for a number of years. This 
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averaging process tends to smooth the unusual variations of 
particular years giving as a result the general upward trend. 

A caref~l compilation of available data covering a 21 year 
period has been made for wheat by the Food Research Insti
tute. l1 Table 14 presents a summary of this information. The 
average cash price prevailing at the outset of the crop year is 
compared with similar prices prevailing at the close of the crop 
year. It shows, for three classes of grain and for each period, 
an average price prevailing in the latter part of the crop season 
distinctly higher than for the early part of the season. It also 

FIG. 32.-Seasonal variation in the 
price of four commodities: wheat. 

cotton. oats. and corn. 

shows a somewhat wider 
spread during recent years 
reflecting, in part at least, 
the generally higher prices 
of this period. 

Figure 32 has been pre
pared to show the gradual 
upward trend in seasonal 
prices by months for the 
four leading commodities 
in which future trading is 
maintained. Due to differ-

ences in periods of harvest, the low point is not the same for all 
four. For oats and wheat the lowest month is August, for corn 
December, and for cotton October. To place them on a com
parable basis with respect to their seasonal movements, the 
curves for wheat and oats begi~; with June and end with the 
following May; the cotton curve'pegins with August and the 
corn curve with October. To place Ulem on a comparable basis 
with respect to the extent· of upward trend in each, they have 
been drawn to a scale which approi:lmately describes the 
changes in each in proportion t~ its generalprice level. Ta:ble 15 
gives the figures for each of th~ .f!>u~t:orfimodities. 

Figure 32 reveals a definite seasonal trend for each of these 
four leading commodities reflecting in general the advancement 

""Variations in Wheat Prices," Wheat Studies of the Food Research 
Institute. Stanford Univ., June, 1929. 
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of its crop season. It will be observed that the trend is not a 
uniform one despite the fact that it includes a period of over 
twenty years. The explanation is to be found in the pronounced 
influence certain of the years have upon the average,-years 
in which the price varied widely from this average upward 
swing. Some of these years, and some of the factors causing 
unusually wide deviations during these years, we will need to 
analyze more fully at later points. It is sufficient to observe 

TABLE 14.-AVBllAGE CHANGES BETWEEN CASH SALES PRICES OF VARIOUS 

WHEATS AT BEGINNING AND END OF CROP YEAR, FOR A TwENTY-

ONE YEAR PERIOD.· 

(In cents per bushel.) 

No.2 Hard Winter No.2 Red Winter No. 1 Northern 
at Kansas City at St. Louis Spring at 

Minneapolis 
-

Period 
Aver. Aver. Aver. Aver. Aver. Aver. 

of of Net of of Net of of Net 
July- May- Change July- May- Change Sept.- May- Change 
Aug. June Aug. June Oct. June 

prices prices prices prices prices prices 

1900-07 73.4 81.7 8.3 78.6 89.3 10.7 81.1 87.8 6.7 
1907-14 93.6 102.5 8.9 96.4 107.8 11.4 101.5 106.8 5.3 
1921-28 124.5 136.4 11.9 130.4 149.4 19.0 134.4 147.1 12.7 

- -----
21 yr. 

aver. 97.2 106.9 9.7 101.8 115.5 13.1 105.64 113.88 8.2 

• Based on data in H'1Ieal Studies ofthe Food Research Institute, June, 1929 • • 
here that our averages do not include enough years to iron out 
these outstanding differences. Attention is called also to the 
manner in which each of the seasonal movements tapers down
ward during the latter months toward the approach of the new 
crop season. Here the factor of carrying costs on the old crop 
gradually gives way through the force of competition to the 
new supplies in which no charge is as yet imputed. 

We have now considered a number of phases of the problem 
of price. While they are very broad in character they are also 
very essential being the basic determinants of price from year 
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to year and from decade to decade. We have next to consider 
the nature of the market upon which these forces are focused. 

6. THE MARKET IN COMMODITIES USED FOR FUTURE 

TRADING 

Nature of a M arket.-A market is usually thought of as be
ing a place or region within which a particular article is bought 

TABLE 15.-T'wENTY-TWO YEAR AVERAGE OF MONTHLY CASH PRICES FOR 
WHEAT, CORN, OATS AND COTTON BASED ON THE PERIODS, 1900-14 

. AND 1921-29.* 

No.2 H.W. No.3 No.3 Middling 
Month Wheat Yellow White White Cotton. 

K.C. Corn, Chi. Oats, Chi. N. O. 

(CMIIs ~er bu.) (cents lIer bu.) (cenls ~er bu.) (cenls ~er bu.) 
Jan. 105.50 61.73 41.86 14.92 
Feb. 105.96 62.68 42.18 14.92 
March 105.32 63.09 41.86 14.97 
April 105.14 64.82 42.55 15.00 
May 108.00 68.36 43.59 15.24 
June 105.36 69.64 44.18 15.59 
July 98.68 72.91 43.36 15.61 
Aug. 97.14 75.55 37.36 14.83 
Sept. 98.41 73.64 38.23 14.57 
Oct. 100.55 71.09 38.64 14.32 
Nov. 100.46 62.96 39.14 14.61 
Dec. 102.55 60.96 40.91 14.74 

.. Monthly cash prices are averages of reported sales as compiled by the 
U. S. Dept. of Agriculture, crop year for wheat beginning July, for cotton and 
oats August, and for corn November. 

or sold. As such it may comprehend a part of a street such as a 
curb market in fruit and produce, or a town or city such as the 
market for a retail store; or it may imply a much wider area 
such for example as the market for an issue of bonds. It is es
sential to a definition of a market, also, that there exists open 
competition within its area or zone to the extent that one price 
prevails for the article being traded in. 

Future Markets Highly Competitive.-Prior to modem de
velopments in transportation and communication, open com-
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petitive markets having well defined limits were common. But 
under present conditions of integration and control in industry, 
where buyers and sellers trade by wire or letter over distances 
of hundreds and frequently thousands of miles, where con
tracts are entered into for goods widely distributed and of 
many specifi~tions and prices, .instances of well defined mar
kets are rare{(Organized future exchanges in a very few of our 
agricultural commodities are probably the leading examples 
today of purely competitive markets. Here the law of one price 
still truly prevails and buyers and sellers vie with one another 
in the keenest kind of competition. Here the commodity being 
dealt in is sharply defined in quality and position. Here pur':' 
chases and sales are made through open outcry, only at a pre
scribed place, and within prescribed hours so that any and all 
may respond or meet the offers of others. A study of future 
markets, therefore, is of distinctive interest as a type of market 
not often found in modem business~ 

Market Information Focused on Exchange.-We described 
in an earlier chapter the body of market reports and news con
stituting an important part of the physical facilities of an ex
change. This information is gathered by wire' from all pos
sible sources. relayed through news agencies, brokerage firms 
and individuals to thousands of interests who buy or sell ac
cordingly. Much of the information is of little or no practical 
value but, in an effort to gain insight into probable price 
changes. it is ferreted out where there is the merest possibility 
of its being of market importance. All shades of news values 
are thus thrown together to be weighed by traders and in tum 
to be reflected through the composite opinion of all in the price. 

In this process the elements of time and judgment are all-im
portant. AU traders do not receive items of information at the 
same time. Some rely upon trade journals and periodical re
ports, others upon telegraphic reports and the newspapers. Just 
at what time important information is received often depends 
upon how much trouble and expense a trader is in a position to 
incur. For substantially the same reasons the degree of judg-
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ment displayed varies widely between trading interests. As a 
result, a continuous flow of widely varying market information 
finds its way to a single center, there to be interpreted at vary
ing intervals of time by individuals with varying degrees of_ 
judgment. Thus an organized market becomes a many-sided af~ 
fair fluctuating continuously in response to changing opinion. 
Its moments of apparent stationary price are moments of price 
equilibrium to be upset an instant later by new or revised 
opinion. 

Price is a Record of Market Opinion.-In any theory of 
market behavior, it is extremely essential that this concept of 
composite opinion be a part of it. \Vhile it is undoubtedly true 
that the factors of costs of production, the general level of all 
commodity prices, the desires and purchasing power of con
sumers and the supply present and prospective are basic deter
minants of price, it is also true that they can only make them
selves felt through the market actions of individuals& those 
who compose the trading body are in a position to sort out 
items of fundamental importance from the enormous mass of 
materials currently circulating and to make their decisions time
ly, prices will reflect basic market conditions. But if their judg
ment is not timely or if those competent to judge constitute 
but a small fraction of the entire trade, then prices may move a 
long way out of line before corrective forces are set up. We 
shall have occasion later to touch upon this point aga~ It is in 
place to note here that whether prevailing prices reflect either 
sound and timely judgment or the most grossly misleading in
formation, they constitute the market price just the same and 
that, whatever the means, the only way in which an improve
ment in the quality of the market can reflect itself in the price 
is through the character of purchases and sales made upon it. 

7. SUMMARY 

An understanding of price and the forces at work determin
ing it constitute the most difficult parts of any economic prob
lem. This is particularly true in a study of the nature of or-
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ganized trading in futures. For this reason we have developed 
in this chapter some basic aspects from familiar ground in 
economic theory illustrating where possible by actual example. 
The factors entering into the determination of the price of a 
commodity involve a consideration of CO~~_!?t1?E?!!~ction, the 
general level of commodity prices and more immediately the 
suppty01 and.!em~nd for the- partIcular commodity. 

For those agncu tural commodities of importance in future 
trading, supply is m~~;-uncertain than demand. These 
commodities have a romparaiWeiystaolearid inela~ii~.d~mand. 
The supply, however, due to the uncertaintfe~-;;{ crop condi
tions during the growing season and to the difficulty in measur
ing it because it is so widelYdistributed and in various stages 
of -~n, is hard to--a-ccurateiy e~iimate. These aspects 
of supply account in no small measure for the popularity of 
agricultural commodities as a medium for future trading. The 
seasonal character of the suPPly aTSoa:freasthe-gene~al course 
of pricesto sOme extent throughout each crop year. Production 
of a crop reaches the point of harvest in the late summer or fall 
but i~~onsumj>~i?n take5"place-throughout'the year. Accord
ingry varying portions of the crop'must be carried forward and 
this carrying cost is to a varying degree imputed in the price. 

The determinants of price can have an influence upon price 
only through the market actions of individuals. If fundamental 
factors are accurately weIghed-by the-body of traders, prices 
will reflect basic conditions;' but if trading ,judgment is un
timely or is incompetent, price may be far from an accurate 
reflection of fundamental conditions. 



CHAPTER XIV 

INTERRELATION OF CASH AND FUTURE PRICES 

In the preceding chapter consideration was given to the 
manner and extent to which the fundamental determinants of 
supply and demand cause prices to vary from season to season 
and from year to year. Cash prices were used in the comparison 
made. But it was assumed that observations made with respect 
to cash prices were equally true for future prices since the 
two markets move up and down together. It will be our task 
in the present chapter to closely measure the accuracy of this 
assumption. F{!!.,:!~_yri~es_~~p~ralle~ prices in a general 
w~_~u!. ~h~ T~lationship jsby. nQ~ii1eans .. ~"p~e. Why 
are futu..r~~ cash prices related? To:~h<!!~xtent do 'tli'ey 
f~il tQ __ t;rl'!!'i.ntairi~:a~cTo~e~~e!~m~ns:nlp? Wh~t m~~~eJE£t~ 
important in.. cau~iEK_~!:!!!?-1._relation~l1i~~ break dow~? 
THese are questions of primary importance to an understand
ing of the nature and function of future trading. Under the 
present plan of marketing and merchandising commodities in 
which future trading plays an important part, cash trade inter
ests everywhere depend upon a close correspondence of cash 
and future prices to hedge their trade positions and to deter
mine daily the buying and selling limits for their products. In 
fact, were there no necessary and continuing relationship be
tween cash and future prices, there would be no economic 
justification whatever for future trading. Having an under
standing of how these two series are related, we will be in a 
position to consider some of the applied phases of the subject 
where an understanding of this relationship is necessary. 

1. WHY CASH AND FUTURE PRICES ARE SIMILAR IN 

MOVEMENT 

A Comparison of Cash and Future Prices.-Figure 33 has 
been prepared to show the general relationship of cash to 

254 
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future prices. It illustrates for a period of ten years the course 
of cash prices and the course of future prices for the four prin": 
cipal commodities: wheat, com, oats and cotton. The data 
selected were the prices prevailing every other Monday using 
identical dates for both series. The cash price is an average of 
the range prevailing upon the days selected; the future price 
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FIG. 33.-Relation of cash to future prices for four commodities for the 
lO-year period October, 1920-September, 1930. 

likewise is an average of the range of the future prices pre
vailing on the days selected, the particular future used for each· 
date being the one most active at the time. 

The extent to which these two series are related can be easily 
seen. In general the major moyementsjJ! .p.d~~.Q~cur .. at.llh9~~ 
the same tline'anatoabout'the ~~~~-extent in both series. This .. -
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is true for e'ach ·of the three grains and for cotton. The chart is 
drawn on a ratio scale so that equal percentage changes in price 
are represented by equal vertical distances upon the chart. This 
permits a direct comparison to be made between the four com
modities. It may be seen that the degree of fit between cash and 
futures is about the same for each of the three grains and cot
ton. It is also worthy of note that there is a general correspond
ence in range of price movements from month to month and 
from year to year for these four commodities. 

A closer inspection of Figure 33 will show that for certain 
periods the cash price differs considerably from the future price 
and that seldom are they precisely the same. Thus for wheat 
during May and June, 1921, for com during October and 
November, 1923, and for oats during May and June, 1928, wide 
divergencies are shown. The occasion for these is to be found 
in the fact that for these particular periods of the year the cash 
prices continue to be for the crop just ending while the future 
prices reflect the on-coming new crop. This point we will de
velop more fully a little later and there also other market fac
tors causing variations between cash and future prices will be 
considered, some of which are to be expected each year and 
some of which are of uncertain occurrence. 

Why Cash and Future Prices Should Move Alike.-It was 
emphasized at earlier points that a futu.!!,. contract is a right to 
the~commodi9'..§P~e4. In determining what the price of this 
contract should be, it is immaterial whether it ultimately ma
tures in an actual delivery of the commodity or is offset so 
long as this right to deliver is always open and unobstructed. 
Where this is the case, the future market will regularly re
spond to the same fundamental factors, both present and pr~ 
spective, that affect the cash market. The reason for this is that 
buyers of futures have the privilegt:_of <;QIlY.!!"J:!!1K ~J.1_Ij!:}uture 
into actual grain and .se1Iini~ the latter if the future fails to 

'--~.-. ,~ .. -~ .... - '. -., .' 

keep pace with any advance in the price of cash grain. In 
any decline in cash prices, sell~e..o'ppor
tunity of acquiring the cash commg.dity...aLa very favorable ---. ----,-------~---.--.-.~ .. -
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price and delivering upon their future if the latter fails to de
cline. It is the knowledge that these ll.lter::t_atives a!.e~y.~lablel 
that keeps the fuUfrepl'ice-rllline witli ~F.~ cash. __ 
ThflWOm~lrkets wiH-nor--atway~pond to a given item of 

market information to exactly the same degree. Sometimes the 
information is temporary in character such as unusually large 
receipts for a period of a few days. This factor will have a 
more noticeable effect upon the cash than upon the future mar
ket. At other times situations likely to materialize at some 
future time such as the outcome of a poor crop prospect will 
have a more pronounced effect upon the future than upon the 
cash price. But these are differences in degree only, both mar
kets advancing or declining to an approximately equal extent in 
response to the same body of market information. 

A similar situation in another field will aid in understanding 
this relationship. The price of a convertible bond, if on a con
vertible basis, will rise and fall with each variation in the price 
of the stock into which it is convertible. This is often true and 
for long periods of time without any of the bonds actually 
being converted. The knowledge that they can be converted is 
sufficient ordinarily to hold the two in line and only occasional
ly is it necessary for the bondholder to convert in order to take 
advantage of any advance in the price of the stock. Of a simi
lar character and even more a parallel to the future-cash re
lationship is that of rights to subscribe to additional shares of 
stock in a corporation and the stock itself. Here again the rights 
will advance and decline in a definite ratio to the stock because 
of the knowledge that they can be converted into stock. 

Effect of Spreading upon Cash-Future Relationship.-Cash 
and future prices are held in line not only by the knowledge 
that futures can if necessary be converted into grain but also 
by actual spreading operations between these two markets. If,· 
for example, the May future should advance without a corre
sponding increase in the price of the cash product, merchandis
ing and shipping firms in particular will buy the cash and sell 
a corresponding amount of the future. An illustration of this 
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kind occurred on a very large scale in the late winter and spring 
of 1922 when May wheat in Chicago rose for a time without 
the cash price following. Terminal elevators accordingly bought 
wheat in the country and in the markets wherever it could be 
obtained and sold the May future against it reaping an un
usually large profit. Spreading operations of this kind tend to 
depress the price of the future sold and to raise the price of the 
cash and as a result bring the two markets back into line again. 

The operations of these same concerns can likewise bring the 
two markets into line in situations just opposite to the above. 
Thus cash prices may for the time being be too high relative to 
the future. Cash houses will then be encouraged to sell their 
actual supplies at once. And as sales are made, they will remove 
their hedge in the future market by buying an equal quantity 
of the future. This will tend to advance the price of futures 
and to lessen the demand in the cash market. 

Situations of this kind are not, however, corrected in a day. 
Not infrequently unusual premiums or discounts in the cash 
market relative to the future will prevail for a considerable 
period of time. Some of the more important of the many fac
tors causing these temporary disalignments' will be outlined 
presently. All of them tend, however, to set up corrective forces 
and as a result the two markets are held in general alignment 
from month to month and from season to season. 

Future Prices DQ N.ot Determine Cash Prices.-In the hear
ings and investigations in future trading and particularly those 
in grain, a great deal of consideration has been given to the 
question of whether future trading, through the price estab
lished in that market, does not determine the price paid for cash 
grain. This question can be answered at this point in the light 
of the analysis of the preceding and present chapter. Both cash 
and future prices. are broadly determined by the same baSIC 
informati"on, viz~; the'f~~da~ent~f-fa,ctorsdete~ini~g_the sup
ply of and the demand for th~actual commodity. These funda
mental£acfOrs·ca.;;'se- boU;:-;eries of prices to advance and de
cline in their major movements at the same time and to ap-
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proximately the same extent: for cash prices through sales and 
purchases of the actual commodity, for-future"priCes through 
sales and 'p:U!~~~~~=-()!"_~ontracts C?r_rights: to the-commodity. 
It is therefore not accurate to say that future prices determine 
cash prices nor that cash prices-determine future " prices. Both 
are .... broadly determine<foy"tile same Tiiniiamentafmarket in
formation. 

This statement will need to be qualified somewhat if it is 
not to be misleading. Fundamental market information deter
mines prices only through the opinions and actions of traders 
composing the market. If then this information is not accurate-
ly interpreted (and this is usually the case at least in some 
measure), the level of cash and future prices will be affected 
thereby. In other words, while future and cash prices are 
broadly determined by the same market information it should 
not be implied that their price level at any given time is exactly 
where it should be. Our statement will also need to be qualified 
by the fact that through the medium of the future market, a 
great many trade who would not trade were only the cash mar-
ket available. As a result the combined judgment of the market 
in its interpretation of current information may not be the 
same as it would be were it composed of a smaller number of 
traders. Finally it should be observed that reference is made 
only to the major movements in prices. There are hundreds of .,/ 
minor fluctuations, particularly in the future market, -which 
are the re~uit of f~c!()t:.~_which.donot~use·a similarvariatiori 
in the cash market. 
Futu"TeP;k~s Precede Cash Prices.-While future and cash 

markets both reflect the same body of fundamental market 
information, they do not as a rule receive this information at 
exactly the same instant in time. Here the futu~:u:kd.ill.l)c
tions more promptly thAn the cash.Speculatorsjl! futt!res buy 
and sen for the sole purpose of profiting from uncertain-price 
fluctuationsaD.(Hhey therefore bend every effort to obtain sig
nificant information. News agencies, private crop forecasters 
and vario1,1s special services provide prompt reports as well as 
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extensive surveys. Private wires extend to all leading centers 
and to many smaller points. Private telephones connect the of
fices of commission firms with the floor of the exchange for 
use in handling future orders. 

This equipment is not duplicated in the cash market partly 
because it would- invoT~e-unnecessaryexpense and pa.rtly be
cause -the business does not demand such elaborate facilities. 
Cash traders deri;e their pr~fit in--ilie--Iorm-ofa margin for 
handling, shipping and processing the actual commodity and 
are dependent for their profit only_ in part upon the course of 
prices. They depend upon the future market to collect and 
reflect promptly the varying shades of market information. 

The present-day practic.~:l.h~Qg!ng cash commitments is 
probably the primary reason, howeve~~or-cashi"ricesIOllow
ing fu~.pr1c€s-. Future marketS-nave-for many years af
forded prote!=tiQn to cash traqe interests against uncertain mar
ket price changes. Because some cash interests took advantage 
of these facilities and hedged their trade position, others 
through competition were forced to. Particularly in the large
scale handling of grain and cotton, hedging has long sin~I)e
come the::.ts1a.b!ished .:prartke;-Bm-in-order--tonedge "success
fully, cash purchases as wen as sales must be based upon the 
future market, and as a result cash interests continually turn 
to the future market to determine their bUying anaseniilg 
limits. It isqUlte truetffiif'therearemany minor factors caus
ingcontinual variations in these limits but the basic standard 
upon which every change is measured is the prevailing price in 
the future market. 

2. CASH PRICES BUILT UP FROM FUTURE PRICES 

The markets in futures are..higbk.!:entralizOO-compared with 
those in the cash or spot Co~odity. The details and terms em
bodied in each transaction are uniform while in the cash trade 
they vary widely. As a result the price structure in the cash 
trade reflects a much wider range of positions and conditions 
than does the future structure. Price adjustments must be set 
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TABLE 16.-Cu-Lor PUllCHASES OF WHEAT AND OATS MADE BY A LEADING 
FIIlII UPON THE CHICAGO BoARD OF TRADE ON AUGUST 11, 1930, SHOWING 

PllEloUUMS AND DISCOUNTS BASED UPON THE SEPrEMBEIl FUTURE. 

NWD- Price of 
Premium or Hedged by sale of ber future at Price 

of DacriptioD time of discount paid 
CUI purclwie paid Amount Future Price 

I---
(1000 

WHEAT (-l (c_) <-) .... ) (c_) 

I No. I Nor. SpriDg 9' t Under Sept. \131 
I No. I Bud Winter 94 t · , 93t 5 Sept. 93t 
I No.5 

, , 
93t 5 · , 88t 

I No.2 , , 
93t t · , 93 

I No.1 
, · 93t t · · 93t S Sept. 93t 

I No.' 
, · 93t 4 

, · 89t 
I No. Z Red · 93t t , · 93 
1 No. ZHard .. 113t 12 · · 81t 
1 No.4 · , 

lilt 31 · · 90 10 Sept. 93t 
1 No.4 Y.' · 94 3t · · 90t 
I No.2 Red ., 93 11 · · 82· 
2 No.2 Mized 93t 1l , · lilt 
1 No.1 

, 
93t 1 · · 921 

I No.2 Red Winter 94 i · · 93t 5 Sept. lilt 
I No.1 · 't " t • · 93t 
2 No.1 Hard · 94 f · · 93t 

OATS 
I No.2 White 41t t · · H 
I No.3 · 41t I 

, · 40t 15 Dec. 4S1 
I No.2 

, 
41 t · · 40f 

3 No.2 
, 

'Ii 1 · · 41 
I No.3 

, 
'Ii tl · · 40 

I No.2 · U 1 · · 40f 5 Dec. 4St 
I No.2 , 

41 1 · · 40f 
I No.3 , 

'Ii 1 · · 40t 
I No.3 · 'If I · · 40f 15 Dec. 44t 
2 "No.2 · 'If t · · 41t 
1 No.2 , 

'It t · · 41 
2 No.3 · 41t 11 · · 40 5 Dec. 45 
I No.2 · 41t t · · U 
I No.1 · 41 September 41 10 Dec. 44t 
I No. 3 · 4tl H Under Sept. 40 
1 No.2 · 41t i · · 401 
I No.3 · 41i 1 · · 40f 
2 No.1 

, 
ut i · · 41 

2 No. 2 · ut i · · 40f 
I No.1 · 'I t · · 40t 2S Dec. 441 
I No.2 · 41t t · · 40f 
2 No.3 

, 
41i 1 · · 40f 

2 No.2 · 411 t · · 4It 
5 No.2 · 'Ii t · · 401 
2 No.1 · 41t I · · 41 20 Dec. 44 
I No.2 · 41 t · · 40t 

• Smutty. 
tRail bilIin&. 
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up to refled: the differences in costs of shipping and handling 
for the thousands of points in the marketing channels. Each 
grade and quality of the cash commodity must be accounted for 
and in forward or delayed delivery contracts further account 
must be taken of the time eleI):lent involving costs of storage 
and insurance. It is in place at this point to consider how these 
adjustments are built up from the future price, using illustra
tions representative of common trade practice. 

Spot Purchases of Grain at Terminal Markets.-The pres
ent-day method of purchase and sale of cash grain at terminal 
markets will throw light upon the way in which cash prices are 
built up from future prices. Spot purchases are made in units 
of car lots. Samples of each car are displayed by the seller and 
the prospective buyer will bid for the car on the basis of the 
prevailing future. Thus the future price for September wheat 
might be 98 ~ cents. One buyer might bid "2 cents under the 
September," another "2~ cents under the September," and 
still another "1 ~ cents under the September" for a particular 
car. If the last bid were accepted, the actual purchase price 
would be 96 ~ cents. 

Table 16 shows the purchases of grain made by one of the 
leading terminal elevator companies of Chicago in the course of 
a trading day. On this particular day, only wheat and oats were 
bought by this house. These purchases are listed for each grain 
in the order in which they occurred showing the price of the 
September future upon which each trade was based at the time 
it was made, the discount agreed upon based on this future 
price, and the actual cash price paid as a result of applying this 
discount to the September future price. There is also shown at 
the right the hedges which were currently sold by this firm as 
cash purchases were made. 

What is here presented as the practice of one firm is fairly 
typical of all of the firms in buying grain. Their interest is not 
in obtaining grain at any particular level of prices, such as 
$1.00 per bushel or $1.50 per bushel, but only in obtaining it 
upon as favorable a basis relative to the future as possible. 
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They rely upon the future market to determine the general 
level of prices to be paid. It is of interest to note in connection 
with Table 16 how the discounts are adjusted to meet the vary
ing qualities and grades purchased. Two cars of wheat were 
smutty and this factor alone resulted in a discount of 11}4-
11~ cents. One car of No.1 Red Winter wheat did not include 
the usual lake-rail billing so that as a result it brought no more 
than No. 2 Red. Oats shows a much smaller range in price 
partly due to a lower price level and partly to a smaller varia
tion in quality, No.1 White ranging from the September price 
to }4 cent under, No. 2 White from }4 to }1 cent under and 
No.3 White from 1 to 1}4 cents under. We will have occasion 
to refer to this table again at a later point in connection with 
the practice of hedging. 

The prices paid for wheat and oats, as shown in Table 16, 
were based upon the September future and were, with only one 
exception, at a small discount under the September. The use 
of the September future in this instance is in line with the usual 
practice of basing cash bids or offers upon a near-by and active 
future. On August 11, 1930, the day on which these transac
tions were made, trading, both for wheat and oats, was also 
maintained in the 1930 December, in the 1931 Marchand in 
the 1931 May futures. These more distant futures, while fre
quently better suited as a hedge, are not as a rule as active 
nor as closely related to current cash conditions as the nearby 
future and for this reason are not usually used as the basis for 
cash trading. 

The discounts paid for wheat and oats shown in Table 16 
were occasioned by the fact that the September future reflects 
a point in time slightly more advanced in the crop year than the 
point of spot buying on August 11, the actual amount of the . 
discount in each instance being partly determined by the qual
ity of the cash commodity offered in relation to the quality re
flected by the future price. In Section 3 immediately following, 
additional consideration is given to these points. 

The Buying of Spot Cotton at Country Points.-In the fol-
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lowing illustration for cotton, account is taken not only of 
quality and time but also of position. Grain or cotton at a coun
try point is less valuable than the same quality of product at a 
central point roughly by the cost of shipping. Bids made for 
delivery ·at a country point when based upon the future price 
reflecting delivery at a central point will, therefore, be lower 
by an amount sufficient to meet the shipping costs. 

TABLE 17.-A LIMIT SHEET SENT BY A COTTON FIRM TO ITS REPRESENTATIVE 

TO BE USED AS THE BASIS OF PURCHASE OF SPOT COTTON AT COUNTRY 

POINTS. 

Firm name Buying basis No. 20 Nov. 2, 19-
Based on December, N. Y., F.O.B. Texas common points 

Good Strict Middling, S. Low Mid., 
Staple Middling, Middling, white; or white; or 

white white S.Mid., Middling, 
spotted spotted 

11/1." 215 off 225 off 250 off 350 off 
'lao 75 off 113 off 150 off 250 off 
16/18" shy 25 off 63 off 100 off 200 off 
1&/18" lOon 15 off 65 off 165 off 

I" 55 on 30 on 20 off 120 off 
l1/n " 90 on 65 on 15 on 85 off 
I1f,." 105 on 80 on 30 on 70 off 
PIn' 125 on 100 on SOon 50 off 

Prompt delivery. Don't buy any staple below 11/18 '. Don't buy any grades 
below S.L.M. value and be sure the grade is full on S.L.M. value. 

It is the practice among the larger cotton merchants to sup
ply their road buyers with a schedule of "limits" specifying the 
figures at which or below which they are expected to bid for 
cotton. These limits are expressed as differences "on" or "off" 
some near-by future used as a base. Table 17 reproduces a 
"limit sheet" for the purpose of illustrating this structure of 
spot quotations. 

In the illustration given here, Middling white cotton ~ inch 
staple is quoted at 150 points under the prevailing price of the 
December future on the New York Cotton Exchange. Know-
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ing the price of the December future, it is an easy matter for 
the buyer to deduct the 150 points or 1 ~ cents to obtain the 
spot price which he is permitted to pay. As the December fu
ture advances or declines from day to day the buyer will ac
cordingly advance or lower his bid assuming his limits are not 
changed in the meantime by the firm and assuming also that 
he is unable to buy on a better basis. 

For longer staples or better grades the buyer is permitted to 
pay a higher price and for shorter staples and lower grades he 
is required to lower his bid. The point of purchase is, delivered 
F.D.B., Texas common points. The freight rate structure re
ferred to here includes many of the interior points of Texas 
at which a cost of 81 points is involved in moving cotton to the 
gulf. 

3. THE PRINCIPAL REASONS FOR VARIATIONS IN THE 

RELATION OF CASH TO FUTURE PRICES 

Too much care cannot be taken in analyzing the relation of 
cash to future prices. It involves the principal problems of 
hedging and is fundamental to an understanding of the mar
ket-making function of future trading. Furthermore the prob
lem in itself is a composite of many and often conflicting rela
tionships. Why cash and future prices at times move in perfect 
accord and at other times display very little apparent correla
tion is a question that can be answered only after careful con
sideration of many closely related factors. 

We have considered thus far the principal aspects in the 
normal relationship between cash prices and future prices. 
This is but one-half of the problem and the easier half to 
demonstrate. There remain to be considered those factors which 
tend to cause variations in the relation o~ cash to future prices. 
These are many in number, are often conflicting in their effect 
and change in importance with each change in the trade. Some 
are of regular and fairly dependable occurrence while others are 
important only occasionally. Some of the more important of 
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these factors will be considered in the remainder of this chap
ter and in succeeding chapters as a part of separate problems. 

Future Prices Reflect One Quality While Cash Reflect 
Many.-The future contract provides that any of a number 
of grades may be delivered at the option of the seller in fulfill
ment of the contract. The rules of the exchange provide which 
of these grades may be delivered at the contract price, which at 
a premium and which at a discount together with the amount 
of the premium or discount for each grade. These grades have 
a commercial value and their relative prices in the cash market 
plus or minus the premium or discount allowed on the contract 
determine for any given date which grade will be the most 
profitable for the seller to deliver. This problem of deliverable 
grades and difference systems will receive fuller consideration 
in the following chapter. For our purpose here it is sufficient 
to observe that at any given time there is usyally some one 
grade which sel~~!s~I?L!llt!1re~~~J'~_Q~liy.~rJ~ J>~t~r~dvan1gge 
than anyoftbe others. Usually this grade is No.2 for grain 
an(rMlddi1tig-i~~-~otton though not infrequently No.3 or No. 
4 grade of grain will be delivered. For grain there are also 
several classes and sub-classes of No. 2 grade such as No. 2 
Hard Winter wheat, No.2 Northern Spring wheat and No.2 
Red Winter wheat. Thus, in addition to the grade, there is at 
any given time a most adva~~&!9us class ol&!!in for future 
delivery. -----------

""The' future price will refleclJhfl.Lgr!t.d~_ atlJ:L class. whic1.l at 
any give~tiine"is th~ most profitable to deliver. Th~t-thl~ should 
be the case-is -easily seen fromthe buye-;'spoint of view. He is 
aware that the seller has the right to choose any of a number 
of grades. He will, therefore, base his bid upon the assump
tion that the seller will choose the grade which is relatively 
the cheapest. The future price will reflect this "most likely 
deliverable" grade not only during the delivery month but for 
months in advance. Thus if No. 2 Hard Winter wheat upon 
the Chicago market is the most likely grade in January, the 
May future price will reflect that grade at that time and if the 
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situation remains unchanged, it will continue to do so until the 
month of May arrives. If at any time cash prices so change rela
tively that another grade or class, such as No.2 Red Winter 
wheat, becomes the most likely deliverable grade, the future 
price will thereafter reflect this latter class. 
~~. onlyW'i!!_~c:juture price reflect a particular grade.and 

class of grain or cotton, but, as_the. month of. de~ivery _ap
proaches, it will also reflect the bottom of this particular grade. 
The grades of any·commoditY a.re -Iilc:ethe steps of a ladder. 
They do not represent an exact quality but rather all shades 
and qualities within specified limits. Since no qualifications are 
made in the contract for the quality ';lthiiia delivera.ble grade, 
the buyer rightly assumeidhiifthesellerwill deliver no better 
q~alrty onIiegraae-ili:in- i.sprofitiblefor him to· deliver. This 
quaIitj-isappropnateTy referred to by the trade as "Skin" grade 
because it is just sufficient to pass inspection as that partiCUl~r 
grade. The future price, therefore, will reflect the most likely 
deliverable "skin" grade and with increasing accuracy as the 
delivery month for any given future approaches. 

Here then is a basic and permanent factor causing variations 
at all seasons of they-ear between "the future marketiepresent
ing one particularliade. andlhe ~~~4 ~arket represerit~ngniany 
grades. The extent of these deviations is measured by the de
gree-of variation occurring from time to time between the most 
likely deliverable skin grade and each of the other grades of the 
cash commodity. At times these variations reach large propor
tions as for example between No. 2 Red Winter wheat and 
the future price reflecting No. 2 Hard Winter wheat, a differ
ence amounting occasionally to as much as 40 cents per bushel. 
These are deviations, too, which cannot possibly be avoided so 
long as a given future market permits delivery of a number of 
grades and classes capable of wide variations in price in the 
spot market. 

Cash Prices Usually Reflect a Carrying Charge.-Due to the 
fact that crops are harvested at one time in the year but con
sumed throughout the year, it is necessary to continually carry 
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forward portions of every crop. Thus cotton, corn and spring 
wheat are harvested in the fall, and winter wheat, oats, rye 
and barley in July and August; and from this time on until 
another crop is ready, diminishing quantities of these crops 
must be carried forward. This involves expense in the form of 
storage, insurance and handling charges to those who own these 
supplies and this expense over a number of years will be re
flected in gradually increasing prices· as the season advances. 
This point we have illustrated in the previous chapter for 
wheat, corn, oats and cotton showing the average seasonal 
trend for a 22-year period. 

The situation with regard to carrying a crop forward is the 
same in "Principal as that of growing a crop. Some years the 
price will advance sufficiently to pay the expense of storage, in
surance, etc., and leave a liberal profit; in other years consider
able loss will be sustained; but over a series of years price ad
vances must be sufficient to at least approximate the aggregate 
expense involved. Since this tendency of cash prices to advance 
occurs during each crop year it can be appropriately referred to 
as a seasonal trend in cash prices. 

Future prices do not involve this seasonal trend growing out 
of carrying costs. Thus, suppose 5000 bushels of May corn 
were bought on January 14. The purchase price would reflect 
the cost of carrying this corn to the month of May_ Were this 
future bought on March 14 the same carrying charge would be 
reflected in the price since the time of delivery is the same. So 
from day to day and from month to month any particular fu
ture will reflect a uniform rather than an accumulating carrying 
charge. If then cash prices are compared with future prices 
over a period of several months using the same future through
out, they will normally rise relative to the future reflecting this 
accumulating storage cost. And to the extent that they do rise, 
cash prices will not parallel future prices. 

This seasonal variation between cash and future prices while 
only a small one is highly important to the ~rain and cotton 
merchant under the present-day practice of hedging. Ordinari-
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Iy it enables the merchant to store and later sell his supplies at 
an advance relative to his future hedge sufficient to earn a 
carrying charge. \VhiIe this factor accounts for a variation be
tween cash and future prices it is in this respect unlike most 
other factors in that the variation introduced is a desirable one. 

If cash prices normally rise relative to future prices, it fol
lows that at the beginning of a crop season they must start com
paratively low and at the close of the season end comparatively 
high. If we could conveniently use the same future for a period 
of ten months ending with the crop year and this relative in
crease amounted to one cent per bushel per month for grain, 
it would amount for the entire season to ten cents. And if the 
grade and quality of cash grain used were precisely the same 
grade and quality as that reflected in the future price this rela
tive increase would be from a discount of ten cents under the 
future price at the beginning of the season up to the level of 
the future price at the end of the season. As another and new 
crop came on, the cash price would then drop down again to a 
discount. 

An Illustration.-To aid in visualizing this seasonal rela
tion of cash to future prices, Figure 34 has been prepared. It 
shows the course of wheat prices upon the Chicago Board of 
Trade during the crop year, 1928-29. This particular year 
was selected because it was a rather model year in the relation 
of cash to future prices. In Part A of the chart, cash prices of 
No.2 Hard Winter wheat for each Monday are compared with 
closing future prices for the same days. The future used for 
each Monday was the most important one at the time, judged 
by the open commitments. \Vhere a shift was made from one 
future to another, the two were over-lapped for three succes
sive weeks to show the prevailing difference in price. The grade 
of No. 2 Hard Winter wheat was used in the curve of cash 
prices because for this particular market and year, this was the 
grade reflected.by the future price. The actual cash prices shown 
were derived from the premiums or discounts paid each Monday 
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for this grade, an average of the day's range of premiums or 
discounts being applied to the closing future price.1 

110 

-10 _ ....... ,- __ .. ,.' PAR{ C -ir--t--+--t---+--t-lO 

JUNE ,jULY AUG, SEPT. OCT. NOV. OEC. JAN. F£&. MAR. APR. MAY 

FIG. 34.-The seasonal trend in No.2 hard winter wheat prices, Chicago, 
during the crop year, 1928-29. 

The general relation of cash to future prices can be easily 
seen. The crop year. 1928-29. was on the whole one of de

• Data prepared by the Grain Futures Administration, U. S. Dept. of 
Agriculture. 
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dining wheat prices starting above $1.40 and closing below . 
$1.00. In this decline cash and future prices reveal the same 
general trend. The future price, however, declined more rapid
ly than the cash; or stated in terms of the cash, the latter rose 
relative to the future. Part B shows the three futures of Part A 
combined in one continuous series by raising the September 
prices up by an amount equal to the average difference prevail
ing between the September and the December futures during the 
three weeks over-lapped, and similarly raising both the Septem
ber and the December up to the level of the May. This adjusted 
May future permits of easier comparison of the two series 
while continuing to be just as accurate for a comparison of 
relative prices. 

Part C shows the cash prices purely as a relative of the 
future prices. The adjusted May future series was subtracted 
each week from the cash series and these differences plotted as 
discounts or premiums of the future. The seasonal character 
of the cash prices is clearly shown. During the early period in 
which large supplies were coming on the market and in which 
no carrying charge was reflected in the cash price, discounts of 
from 5 to 14 cents are shown. Gradually these discounts dis
appeared as the season advanced to be replaced in the spring 
by premiums amounting to as much as 4~ cents by the end of 
May. 

The premiums prevailing at the close of the season illustrate 
a point already discussed, viz., that the future price represents 
a quality of grain in the lower part of the grade. The cash 
prices shown in contrast represent the average of the grade, 
being country-run grain in car lots, and for this reason com
mand a premium over the future. This is the typical situation 
toward the close of a future for the contract grades of grain.1 

Average Seasonal Trend of Cash Prices.-The extent to 
which cash prices have increased relative to future prices, aver-

a See Report of the Commissioner of Corporations on Cotton Exchanges, 
Part IV opposite p. 213 for a chart of cash and future prices for cotton 
covering the period 1881-1908 and showing a similar premium for spot 
cotton during the delivery month. 
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aging a 9-y~arperiod, for wheat, com, oats and cotton is 
shown in Figure 35. In preparing the data for this chart, the 
same plan was followed as that of Figure 34. Cash prices were 
calculated as ~ premium or discount of adjusted future prices 
for the same day each week. The corresponding weeks of each 
crop year were averaged to obtain a figure representative of 
the entire period. These averages for each commodity were 
then plotted in which each curve represents the cash discounts 

OATS 

FIG. 35.-The seasonal trend in cash prices relative to the price of futures, 
for wheat, corn, oats, and cotton, averaging 9 crop years, 1921-1930. 

or premiums below or above the future shown as a horizontal 
base line.s 

The seasonal trend of cash prices for each commodity is a 
definitely upward one as the crop year advances "amounting for 
wheat and" oats to approximately 9 cents for the 9-month 
period, August to April, inclusive. For com the upward trend 
amounts to somewhat more than one cent per month ranging 
from 8~ cents under the future during January and February 

• Data for wheat, corn, and oats from Grain Futures Administration, 
U. S. Dept. of Agriculture. 
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to 3 cents over the future during the latter part of July and 
early August. For cotton the upward trend amounts to 40/100 
cents for the 10-month period, September to July, or an aver
age of only 4 points per month. This average is unusually small 
in view of the costs of carrying cotton ·forward and is ac
counted for by several years of small supplies in which cash 
premiums were large and declined rather than advanced toward 
the end of the crop year. 

The periods just referred to as indicating the upward cash 
trend each year do not include the entire crop year. Instead 
they represent approximately the months during which the 
crop passes through commercial channels. A period of from 
one to three months is consumed in the transition from an old 
crop to a new during which cash buying and selling is almost 
entirely to meet immediate demand white future quotations re
flect a less urgent situation several months hence. As this transi
tion period advances, the new crop comes on to the market in 
increasing supplies to gradually eliminate this immediate de
mand thus lowering cash prices relative to future prices down 
to a storage basis. For this period then cash and future prices 
will not parallel each other by an amount equal to this cash 
adjustment, a period during which cash prices will ordinarily 
decline relative to future prices. 

The movements of relative cash prices shown in Figure 35 
reveal a general upward swing similar to that observed for 
actual cash prices in Figure 32 of the previous chapter. They 
are not precisely the same, however, because a longer period of 
years was used in the earlier comparisons, because this longer 
series reflects some upward trend from 1900 to 1913, and be
cause the future prices used to measure the changes in the lat
ter comparison do not average an exactly horizontal trend. 
Furthermore the data available for the 9-year comparison of 
caSh to future prices do not always represent precisely the 
same quality of commodity. 

Other Factors Affecting the Relation of Cash to Futures.
The elements tending to cause variations between cash and 
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future prices' which have thus far been considered are known 
and expected by the trade. They regularly recur with varying 
degrees of force and can in a measure at least be foreseen and 
accounted for. There are many other factors, however, which 
cannot be definitely foreseen, which are abnormal in character 
and which continually inject a measure of uncertainty into both 
the cash and future trade. 

Some of these factors are purely fortuitous in_character. 
others are artificial and man-made and others are a mixture 
of both. A prominent exanipie of the first type are changes in 
the condition of growing crops. Drought in the summer of 
1930 caused corn prices to rise rapidly. But it did not affect 
cash and future prices to exactly the same extent. The markets 
for cash commodities are widely scattered while those in fu
tures are centered at a ·very few points. As a result purely local 
conditions often have a far more pronounced effect upon cash 
than upon future prices. Where supplies are large cash prices 
will be low relative to future prices and where small compara
tively high:' 

An example of a factor artificial in character is that of a 
corner~q~eze" in which the price of a particular future 
is run up as the month of delivery approaches and especially 
during the delivery month and in which cash prices do not ad
vance with equal rapidity. The occasion for the failure of cash 
prices to make an equal advance is found mainly in the lack of 
faith buyers have in the prevailing level of future prices. As 
the future being squeezed advances, it appears less and less 
likely that it can be held at that level and buyers accordingly 
widen the discount they are willing to pay for the cash com
modity or base their bids on a more distant future which has 
not been artificially advanced in price. 

There are many other unforeseen factors causing cash and 
future prices to vary relative to each other. Variations from 
day to~ayjn~e_ip!sal1.~L~hJptllents have a more pronounced· 

• Report of the Federal Trade Commission on the Coiton Trade, Part 
I, p. 226 fn. for a 21-year comparison for cotton. 
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influence on cash than on future prices. Changes in exchange 
rates, in f!:eig~s, in the condition and positlOnOfiupplies 
in 60th public and private store occasion continual change. In 
the chapters immediately following the present one, considera
tion will be given to two factors of fundamental importance to 
this subject. They are difference systems and deliverable sup
plies. These subjects are closely related and account for many 
of the abnormal deviations of cash to future prices. At- other 
points, and particularly in the discussion of hedging where 
success is largely dependent upon the cash-future spread, we 
will need to consider other and pertinent phases of this sub
ject. It will not be necessary, therefore, to consider further at 
this point these many uncertain and abnormal factors. Taken 
together they account for numerous and often large changes. 

4. SUMMARY 

The relation of cash _to fu~~..u>ri<;~§j§._Jlt~_~en!!.~lJheme of 
all of the price Jlroblems )11 future trading. A knowledge of 
this relationship is essential to an unde~st~~ding of the market
making function of future trading and to the practices of hedg
ing and of spreading or straddling. It deserves, therefore, 
separate and detailed consideration. Certain forces are continu
ally at work tending to hold these two price series together; 
others, and numerous minor ones, continually cause deviations 
in their price spread some of which are normal and expected 
and others of which are abnormal and unforeseen. 

In the larger and principal price movements, cash and future I -
prices advanCe-anu-decline...together.---The reason lor -this is 
founct1Irthe-f~at-.future-1:Ofl.tractScan be converted into 
the cash commodity if either the buyer or seller so desires. The 
knowledge that this is possible tends to hold the prices of cash 
and future contracts together very much as a convertible bond 
is held to the stock into which it may be exchanged. Spreading 
and hedging operations in the form of purchases of cash and 
sales of future or the reverse further aid in maintaining this 
relationship. 
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Both cash' and future prices are broadly determined by the 
same body of basic information. But because the future mar
ket is more elaborately"equipped to collect and quickly convert 
market information into price and because through their hedg
ing operations cash buyers and sellers base their bids and offers 
upon the future price, ~ash follows the lead of the future 

market in e~ns;;e or decline in price. '!:!:e relation here is 
like a tram consisting of a locomotive and two cars, the loco
motive repres~ti~ the ba~~ctfurces, the firstcar repre
senting the future market and the second the cash market. The 
movement of both cars is determined by the force of the loco
motive but the sequence is through the future car to the cash 
car. 

The relationship of cash to future prices is not as close, 
however, as this illustration suggests. There are many elements 
continually at work causing variations in the otherwise parallel 
course of the two series of prices. Some of these elements are 
normal and expected such as the tendency of cash prices to rise 
relative to future prices by an average amount sufficient to meet 
the cost of carrying the cash commodity forward from month 
to month. Other elements are of an abnormal character and 
unforeseen such as changes in weather conditions, in conditions 
of shipment or storage and in innumerable minor factors con
tinually playing a part in influencing prices. Basic changes in 
supply and demand manifest themselves in price only through 
market operations of traders and here elements of poor judg
~ent. of fear and of artificial manipulation frequently affect 
the future market to a different degree than the cash market. 



CHAPTER XV 

DIFFERENCE SYSTEMS AND THEIR EFFECT ON 
FUTURE PRICES 

Difference systems and their practical operation constitute 
one of the most difficult price problems in future trading. The 
f~ure contract provides for the ~tional delivery ?f m~ 
grades and this fact introduces into the contract an element 
~f uncertaTnry-:1:'he"seller-·can deliver any of these ·:V~rio~~ 
g~aTes. if, howeve:!._~~_c;!10Qse.s....an".Jnfenor:...gra.4~L~ __ ~I!£~: 
ance ~::'~~~!lt!~~t...e~~s~j§J!!~,(k.tQ_tbcllli'y~.;jt~~choo~~s_ t,0._ 
clel1ver a superior grade, he is granted an ano~~ce E. J!1e 
bu~r.,. It is in these allowances or differences that difficulty 
arises. Cash prices are continually changing; they are subject 
to the interpretation of individuals; and in practical applica
tion, it is impossible to measure or determine these differences 
with precise accuracy. 

Buyers of futures are aware that these differences are con
tinually changing and that they are not always accurately de
termined. They shift their bid prices to meet any change or 
any likelihood of change and in turn the price of futures is 
affected. Difference systems then, while desirable for some pur
poses, are, in their effect on the relation of cash to future 
prices, frequently a disturbing ele!!!.ent. Various plans have 
been employed from time to time to meet this problem. The 
more important of these will be outlined in this chapter to
gether with some of the problems attending each. 

1. OCCASION FOR A DIFFERENCE SYSTEM 

To Lessen the Liability of Corners.-In the early years of 
future trading in grain, the contract called for the delivery of 
only one grade, e.g., No.2 Spring wheat. In this form a buyer 
of a future knew definitely at the time of purchase that if he 
chose to take delivery, only this specific grade could be deliv-
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ered to him by the seller. This form of contract was particu
larly useful to merchandisers of grain sincC,! it permitted them 
to use the future market to acquire supplies to fit their par
ticular needs. But it was found deficient in that it continually 
encouraged corners. Since only one grade could be delivered 
those desiring to corner the market in a particular future had 
only to acquire the available supplies of that one grade. As 
time passed, too, the system of grading became more elaborate. 
Grading of grain by the Chicago Board of Trade was inaugu
rated in 1856 and consisted of wheat of only three types: 
Spring, Red (winter) and White (winter).1 These were in 
time added to and sub-divided, winter wheats increased in im
portance, until by 1880 under Illinois inspection there were 9 
grades of Winter wheat, 5 grades of Spring wheat and 2 
grades of Mixed wheat. In the other grains also the number 
of grades had increased. This mUltiplication of grades made the 
problem of the manipulator still easier so long as the contract 
provided for the specific delivery of only one grade. 

Accordingly in the early eighties the future contract for 
grain upon the Chicago Board of Trade was broadened so 
that not one but several grades were made deliverable at the 
seller's option.s This greatly limited the ability of any individual 
or group to gain control over the deliverable supply and in that 
respect was a worth-while imP.rovement. In cotton the practi~e 
of permitting more than one grade to be delivered apparently 
began during the first few years of trading! While the con
tract provided for middling cotton other grades could be d 
livered if the seller desired. 

To Broaden the Market in Futures.-Another though less 

• See First Annual Report of the Chicago Board of Trade, 1858, p. 9. 
Also Andreas, A. T., History of Chicago, Vol. I, p. 585. 

• In the year 1882 quotations for future delivery read "Regular or No.2 
whe.11t," "No.2 corn," "No.2 oats" and the rules provided for the delivery 
of any class of No.2 as well as No.1 but with no allowance to either 
seller or buyer. 

• See Report of the Commissioner of Corporations on Cotton Exchanges 
Part I, p. 89. 
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important reason for increasing the number of deliverable 
grades upon the future contract was to make its application 
wider in scope. Were future trading separately maintained in 
each grade, instead of having one market there would be sev
eral in the same commodity. And with the number of grades 
constantly increasing, such a practice would be sure to reduce 
the volume of trading in anyone grade to small proportions. 
As an alternat~ve, all of the future trading might be in some 
on:_PE~ncipaC~ae:Asiae "rr~mtlle like~L.~_s.QIDg, 
this plan greatly narrows the uS~1!I~~f the contract for 
tlloseusing it as a hedge:Tf, for example, the--grade""or class 
ot commodity bemg ~ged does not happen to be the grade 
or class sold in the future market, then the hedger is prevented 
from delivering it upon his future if he so desires; and the 
knowledge that this is the case is sure to weaken the price rela
tionship between the non-deliverable cash grade and the future. 
Accordingly exchanges have long favored the inclusion of 
several principal grades and classes under the future contract 
to mobilize the trading and to broaden its application. 

To Fairly Compensate Buyer or Seller.-If then not one but 
several grades were to be made deliverable at the option of the 
seller upon future contracts, it seemed only fair that some ad
justment should be made to allow for variations in quality. A 
multi-grade contract could be employed, of course, in which 
no differential would be paid or received as an allowance for 
grade. Such a plan would result in the future price always re
flecting the poorest grade and with no allowance to the seller 
for the delivery of better grades if a situation should develop 
in which a delivery of the upper grades were necessary. It is 
generally recognized that this plan is inequitable and as a re
sult multi-grade contracts usually provide for some plan of 
price adjustment between grades. 

Some one grade or group of grades is chosen as a basis. 
These are deliverable at the contract price and usually consti
tute the most important commercial grade or grades of that 
commodity. Certain grades of a better quality are then made 
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deliverable but with carefully defined additions to the contract 
price. Likewise certain grades of an inferior quality are made 
deliverable out at varying discounts to be deducted from the 
contract price, depending upon the quality tendered by the 
seller. In determining these differentials "on" and "off" of 
the contract price, the thought is thci.t the future price shall 
normally reflect the basis grade but that if the seller finds it 
necessary or desirable to tender one or more of the other de
liverable grades, an allowance in price shall be made which will 
fairly compensate both parties to the contract. We will con
sider some evidence in the latter part of this chapter indicating 
the extent to which his objective has been attained. 

2. TYPES OF DIFFERENCE SYSTEMS 

For the reasons enumerated in Section 1, all of the organized 
commodity exchanges at the present time employ some kind of 
a multi-grade contract upon which differentials are paid or re
ceiyedt~tain graaes.TIie-rules-ancr-procedure set up by 
the -:;ariou.s "exchanges to determine these differentials differ 
considerably in detail in order to fit the needs of cash commod
ity and organization. They can, however, be broadly classified 
into three types, each of which will be described in the present 
section. 

The Fixed Difference System.-Upon all of the grain fu
ture exchanges, the N ew York Coffee and Sugar Exchange, 
and some of the other smaller exchanges ... .9:,...~~peduk of fairly 
permanent price di!!~~~~!ials. i~ed. The grades which are to 
be1.eilverat)Ie-upon futu~~._£Q.l!tICJ.g:?J9~J~itl!. th~_~~nt 
of the differetrt!irroreach grade are determinedusually by a 
vote of the entire membership:"Having-beeIi -th~-~-stablished 
they--w-nr--remaliliinCliange'd indefinitely unless conditions 
change so radically that a readjustment becomes highly desir
able. In actual practice these changes are comparatively infre
quent, the same schedule often being used without change for 
a period of several years. 

In Table 18, there is shown the differentials used by the Chi-
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cago Board of Trade during the year 1929. With the exception 
of a temporary change in No. 3 White oats in 1928 and the 
elimination of the No.4 grades of corn as deliverable grades 
in 1927, this set of differentials was used back to 1925. Further 
changes were made in 1931 in which the discount grades of 
wheat and rye were eliminated from the list. However, for the 

TABLB 18.-GRADBS OF GRAIN DELIVERABLB ON FUTURE CONTRACTS UPON 

THB CHICAGO BOAIlD OF TRADE DURING 1929 SHOWING THE DIFFER

BNTIALS OVER OR UNDER THE CONTRACT PRICE FOR EACH GRADE 

Premium Premium 
Wheat or Other grains or 

discount discount 

(cents (cents 
Ptw bu.) ptwOu.) 

Com: 
No.1 Hard Spring +2 Nos. 1 and 2 White +t 
No.1 Dark Hard Winter +1i Nos. 1 and 2 Yellow +t 
No.1 Dark Nor. Spring +1 Nos. 1 and 2 Mixed • 
No.2 Dark Hard Winter +t No.3 White -2 
Nos. 1 and 2 Hard Winter 

1 
No.3 Yellow -2 

Nos. 1 and 2 Y. Hard Winter No.3 Mixed -21 
Nos. 1 and 2 Red Winter • 
No.1 Northern Spring Oats: 
No.2 Dark Nor. Spring -2 No.1 White +t 
No.2 Northern Spring -3 No.2 White • 
No.3 Dark Hard Winter -5 No.3 White -11 
No.3 Hard Winter -5 
No.3 Yellow Hard Winter -5 Rye: 
No.3 Red Winter -5 Nos. 1 nd 2 Rye • 

No.3 Rye -5 

• At the contract price. 

purpose of discussing the fixed difference systems, the list as 
shown for 1929 is more complete and will therefore be used. 

It~hould be observed in Table 18 that th~~!!!~Uor· 
superior gra~~!ll~w.hg.t..smaJler...tha.n-the...discDllnts f.er 
inferiOr iriLlks. Thus for wheat, seven grades are deliverable 
----~ at the contract price. Of these seven, No.2 Hard Winter, No. 
Z Yellow Hard Winter and No. 2 Red Winter are usually the 
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cheapest on the Chicago cash market. It follows that if the sell
er chooses to deliver anyone of the four remaining No. 1 
grades it is 'somewhat to his disadvantage since he could usual
ly sell these grades on the cash market in exchange for one of 
the No. 2 grades and deliver the latter ata profit. Four other 
grades provide a premium but these are not large enough in 
relation to their cash value to enable the seller to deliver them 
without some loss compared to the No. 2 basis grade. Should 
the seller elect to deliver anyone of the discount grades he is 
again confronted with a relative loss. Here the fixed differen
tials allowed the buyer are larger than those usually prevailing 
in the cash market. Thus while no premium is allowed for No. 
1 Hard Winter wheat, No. 3 Hard Winter provides a five 
cent per bushel discount. This is equally true for the other 
grains. No. 1 White oats, for example, provides a premium 
of one-half cent while No.3 White a discount of one and one
half cents. 

The effect of narrowing the premiums and widening the dis
counts in these differentials and fixing them in this fashion 
definitely in advance of trading is to inform the prospective 
seller that his offer price should be based upon one of the No. 
2 basis grades. It was pointed out in the chapter just preceding 
the present one that the future price reflects that grade and 
class of any commodity which at the time is most profitable to 
deliverC!:ixing the differentials in this manner tends to force 
the future price to continually reflect only the lowest deliver
able fraction of the basis grades. For the purpose of main
taining a uniform relationship between future and cash prices, 
this is highly desirable. It is for this reason mainly that the 
fixed differentials are so arranged. While tending to continu
ously focus the future price upon one grade, they also permit, 
in the event of a threatened "squeeze" or corner, the delivery 
of anyone of a number of other grades at comparatively small 
sacrifices in price. This is the theory of the fixed difference 
systemrether in practice it will operate as planned depends 
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upon the care with which these differentials are determined, 
the changes taking place in quantities and prices in the cash 
markets, and other factors of vital importance to its practical 
operation. These problems we will need to examine after a 
consideration of the other two difference systems. 

Tire Periodic Difference System.-One of the limitations of 
the fixed difference system in practice is that changes may not 
be made in the differentials as often or as promptly as they 
appea~s~.L~rket. The periOdIc dIfference sys
tem is designed to correct this difficulty. This plan is used by 
several exchanges including the National Raw Silk Exchange, 
the Rubber Exchange of New York, and certain other ex
changes most of which are located in New York City. 

The plan provides usually for the appointment of an Adjust
menLComm;ttee whose task it is to meet regularly to consider, 
and revise i necessary, any of the differentials. This Commit
tee has final juris~ict~!!-'Q!~ any changes which it chooses to 
make and its composition is therefore highly important to the 
entire membership. Using the National Raw Silk Exchange as 
an example, an Adjustment Committee of 9 members is pro
vided, 3 of whom are members of the Board of Governors. 
This Committee meets monthly on or about the 22nd of the 
month at which time the differentials are established and 
posted for use during the next succeeding month. The rules 
provide also for special meetings of the Committee at any time 
to make any changes deemed necessary and these to become 
effective on the following day. In practice, however, the regular 
monthly meetings are sufficient. 

Under this plan differences "on" and "off" the basis grade 
are kept fairly abreast with current changes in the commercial 
markets. It is possible also to set the differentials nearer the 
actual differences prevailing in the spot market than under the
fixed difference system which is designed to serve over many 
months' time during which material changes may develop. It 
is believed also that by establishing the differentials for a month 
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at a time that ample notice is given to the seller to provide the 
sqpplies and grades necessary for his contracts.· 

The Conzmercial Difference System, Historical Back
ground.-The organized cotton exchanges employ the third 
type of difference system. Instead of fixing the differentials in
definitely in advance or even one month in advance, they are 
established daily and applied currently to deliveries tendered 
each succeeding day. Both the New York and New Orleans 
Cotton Exchanges, at the outset of their organization in the 
early seventies, employed a commercial difference system. It 
was, however, somewhat different from the one employed at 
the present time. As in the periodic system, differences were de
termined by a regular committee of the exchange representative 
of both the buying and the selling interests in the spot trade. 
This committee followed closely the state of the spot market 
and met daily to establish official spot quotations for each grade 
of cotton as it prevailed in that market that day. These quo
tations were then posted and the differences between the vari
ous grades and the basis grade of Middling were used for cot
ton tendered for delivery on future contracts the following day. 

Perhaps because the spot market in New York was not 
broad enough or because too frequent changes in the differen
tials were thought to have an injurious effect upon the trade in 
futures, the New York Cotton Exchange changed its plan in 
1880 from a daily revision to that of once a week, the Revision 
Committee meeting on Thursday of each week to consider any 
necessary changes. This weekly plan was used until the year 
1888 when the period of change was again widened this time 
to 9 meetings per year, viz., on the second Wednesday of Sep
tember, October, November, December. January, February, 

• An interesting hybrid difference system is used by one of the newer 
exchanges, the New York Hide Exchange. Fixed differences are provided 
for deliveries of hides depending upon the month of the year they were 
taken off. Fixed differences are also applied to certain special factors per
taining to the condition of the hides. Periodic differences established by an 
Adjustment Committee are determined bi-monthly for variations between 
grades. 
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March, April, and June. Finally in 1897 the rules were changed 
to provide for only two meetings each year: the secon? 
Wednesday of September and the third Wednesday of Novem
ber. Thus while the New Orleans Cotton Exchange continued 
using t};(taily coriiiile~ial difference plan,tneNew Y9~~C:-~
torlExi:narfge~:CTi;ing.eato-a--periodic difference system.6 This 
it continued to use ~til the yearl914'when tlleFederai Cot
ton Futures Act put into effect the commercial difference sys
tem used at the present time. 

The Cotton Futures Act.-There were difficulties encoun
tered in applying the periodic difference system on the New 
York Cotton Exchange which occasioned considerable agitation 
for a change. The crop yearl906-07 was a year in which wide 
changes occurred in the price differences between the various 
grades of spot cotton. These unusual differences were caused 
mainly by a storm of unusual force· which swept over the 
South in the fall of 1906 and followed by a period of rain 
which together greatly reduced· the quality of the crop. In ad
justing the differences that fall, the Revision Committee of the 
New York Cotton Exchange apparently did not foresee fully 
the unusual situation developing and set them narrower than 
they should have been. Heavy losses resulted for many cotton 
merchants, a Federal investigation followed and considerable 
sentiment developed in the trade for a change. We will review 
at a later point in this chapter some of the price effects of this 
period. It is sufficient to note here that the United States Cot
ton Futures Act passed in 19146 was an ultimate outgrowth of 
these difficulties. 

This act is based upon the tax clause of the Constitution. It 
provides in Section 3 for a tax of 2 cents per pound upon each 
future contract of sale in cotton. This tax, however, will not 

• The early changes made in the New York Cotton Exchange's plan of ad-· 
justing differentials are fully presented in the Report of the Commissioner 
of Corporations on Cotton Exchanges, Part I, 1908. 

• Due to a technicality in passing the bill, the original act was repealed 
and repassed, the latter act being approved August 11, 1916. 39 Statutes 
at Large p. 476. 
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be levied ihhecontract complies with the conditions stipulated 
in Section S. Sections 1 and 2 consist of a definition of terms 
and Section 4 prescribes that the terms of each contract shall 
be in writing. 

Section 5 consists of seven subdivisions which may be brief
ly summarized. Subdivision 1 prescribes that the terms of each 
contract shall be in writing. Subdivision 2 provides that the 
basis grade shall be "one of the grades for which standards are 
established by the Secretary of Agriculture." Subdivision 3 
provides that deliveries on futures contracts in cotton "shall be 
of or within the grades for which standards are established by 
the Secretary of Agriculture." Subdivision 4 provides that 
deliveries other than the basis grade shall be adjusted accord
ing to commercial differences to be determined as provided in 
Section 6. Subdivision 5 provides that white cotton "below the 
grade of Low Middling, or, if tinged, cotton that is below the 
grade of Strict Middling, or, if yellow stained, cotton that is 
below the grade of Good Middling ... or cotton that is less 
than seven-eighths..of an inch in length of staple" or of perish
able staple, or "gin cut" or "repacked," or "false packed" or 
water packed shall not be delivered on future contracts. Sub-

jdiViSion 6 provides for written notice of delivery five business 
days prior to delivery and a statement prior to delivery of the 
grade and other identification of each bale. Subdivision 7 pro
vides that officers of the Government shall class all cotton ten
dered on futures contracts. 

Section 6 of the Act includes the material of principal in
terest to the present chapter. It outlines the method by which 
commercial differences are to be determined by all cotton fu
ture exchanges in the United States. When the Act was passed 
this section did not apply to the New Orleans Cotton Exchange 
since it already had an apparently effective commercial differ
ence system. But in 1927 the application of the Act was made 
general by an amendment so that New Orleans as well as New 
York now uses the Government plan. It provides that "the dif
ferences above or below the contract price which the receiver 
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shall pay for cotton of grades above or below the basis grade 
. . . shaD be determined by the actual commercial differences 
in value thereof, u~e sixth business day prior to the d~y 
fixed . -,-_~Qr the deliv~otton on the contract, estab
jis~e~y_tbe.sal~.9f _spot. cotton in the spot markets of not less 
than 5 "places d~signatedJ~r.. the purpose from time to time by 
the Secretary of Agriculture ... " In practice the Secretary 
has designated 10 spot markets to be used to measure each day 
the prevailing commercial differences. 

Section 6A provides an alternative form of contract to that 
provided under Section 5 for future trading and under which, 
if its provisions are fulfilled, no tax need be paid. Under a 
Section 6A contract no difference system is set up at the time 
of contracting but instead the buyer and seIter are to attempt to 
mutually agree as to any difference at the time of delivery if 
the seller tenders any grade other than the basis grade. If they 
cannot then agree as to the proper allowance the buyer is given 
the right to request delivery of the basis grade. Such a contract, 
it can be easily seen, is unsuited to speculative or hedging use 
since it greatly increases the element of uncertainty. This sec
tion was inserted as a possible legal remedy in case the act were 
tested for its constitutionality. No contracts have at any time 
been made under it. 

Section 7 gives the Secretary of Agriculture power to deter
mine what shall constitute bona fide spot markets for the pur
poses of the Act and Section 8 provides that he can make rules 
and regulations, collect data of spot sales, and otherwise deter
mine what the actual commercial differences are each day in the 
event that an adequate number of bona fide spot markets can
not be selected for the purpose. Up to the present time it has not 
been necessary to follow this latter plan. Section 9 authorizes 
the Secretary of Agriculture to "establish and promulgate· 
standards of cotton by which its quality or value may be 
judged or determined, including its grade. length of staple. 
color. and such other qualities, properties and conditions as 
may be standardized in practical form, which, for the purposes 
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of this Act shall be known as the 'Official Cotton Standards of 
the United States.''' The carrying out of this section has been 
of great importance in rendering more uniform qualities and 
grades for cotton between the markets of the United States 
and in the principal cotton consuming countries abroad. 

Section 10 excludes from application of the Act spot trans
'actions in cotton and sales to arrive or for forward delivery. 
As we have already seen some of these contracts appear in form 
very much like future contracts and the Act carefully provides 
that it does not apply to these contracts. Sections 11 to 22 
inclusive constitute the remainder of the Act and pertain to its 
enforcement, how the tax if any shall be collected,'1 and other 
minor details not necessary to review. In Appendix A, page 
456, a copy of the first 12 sections of the Act as revised are 
given for study in greater detail. 

The Commercial Difference System, Present-day Practice.~ 
In carrying out the provisions of the Cotton Futures Act, the 
Secretary of Agriculture has designated 10 leading spot mar
kets, all located in the South, to be used to determine each day 
the differences "on" and "off" Middling white cotton, the basis 
grade. These 10 markets8 each have a spot quotation committee, 
representative of the various interests of the trade, which 
meets daily toward the close of the market and decides upon 
the prevailing value of each grade in the light of the actual 
sales, the bids and offers and the general tone of the market 
that day. These prices are telegraphed to the central markets 
and to Washington where they are averaged, the dif.Ierences 
determined and posted for the purpose of measuring differen
tials on all deliveries tendered the following business day. 

In Table 19 are shown these average differences by grades, 

'The size of the tax-2 cents per pound-has the effect of making the 
Act regulatory rather than fiscal. This was the intention of its proponents 
and no tax has as yet been collected. 

• At the present time they are the following: Norfolk, Augusta, Savan
nah, Montgomery, Memphis, Little Rock, Dallas, Houston, Galveston, and 
New Orleans. 
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both by name and color, for January 11, 1930.8 Those grades 
which are deliverable under the Cotton Futures Act at th~ 
present time are shown above the heavy line. The way in which\ 
the differentials range from grade to grade above and below 
Middling white and for the various colors is clearly shown. 
For the inferior classes of cotton damaged by storm or frost, 

TABLB 19.-POINTS "ON" 011. "ow" TUB CoNTRACT PRICE PAID BY OR AL
LOWED TO TIIB SELLER OF COTTON FUTURES 1'011. VAII.IOUS GRADES OF 

AJmIl.ICAN UPLAND COTTON MEASUll.ED BY TUB MEAN OF TIIB 

SPOT PRICES PREVAILING ON TEN DESIGNATED 
SPOT MARKETS, JANUARY 11, 1930. 

(In hundredths of a cent per pound) 

GRADE (name and color) 

Blue 
Light 

Yellow Extra Spot- Yellow Y. 
White Name Stain- Grey White ted Tinged Stain- Stain-

ed ed ed 

- Middling Fair - - +102· - - - -- Strict Good Mid. - - +85 - -5 - -- -80 +70 +23 -50 -125 -150 +70 Good Middling -165 

+49 Strict Middling -240 ~ +49 -5 -100 -183 -235 

Event Middling -318 -165 Event ~ ~ -248 -31S 

-75 Strict Low Mid. - - -751-165 -227 -
-170 Low Middling - - ~-~ -31S - --- Strict Good Ord. - - - -
- Good Ordinary - - -378 - - -
• The plus ( +) sign is used to indicate points "on" and the minus ( -) sign 

points "oil" the contract price. 
t That is at the contract price. 

the differentials fall below Middling white even though the 
grade is actually Middling or above.10 

Commercial Differences for Staple.-Commercial differ-, 
ences are also set up by the cotton exchanges for staple differ

• Data published in "Crops and Markets," U. S. Dept. of Agr. Jan. 1930, 
p.29. 

"Cf. Cox, A. B., Cotton Prices anti Markets, U. S. Dept. of Agr. Bull. 
No. 1444,' 1926. 
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ences. The' Cotton Futures Act provides that nothing under 
% inch staple shall be delivered on future contracts but makes 
no provision for an allowance to the seller if he should choose 
to deliver some staple above this minimum requirement. For 
many years the New Orleans Cotton Exchange provided that 
the seller might receive up to 25 points or ~ cent per pound for 
extra staple. But since the spot premium on staple was usually 
far in excess of this amount it was seldom if ever that the sell
er chose to deliver a staple above the % inch limit. Recently, 
however, the New York Cotton Exchange has provided for 
an allowance to the seller of 60 per cent of the commercial 
difference in the price between % inch staple and 1%6 inch 
staple as well as 60 per cent of the commercial difference be
tween % inch staple and 1 inch staple if the latter is delivered, 
no further allowance being made if staples above 1 inch are 
tendered. To measure these commercial differences, prices are 
collected daily from leading spot markets for staple just as for 
grade; these are averaged and the differences applied by the 
exchange to all tenders having a staple length above % of an 
inch made the following day. 

As provided at the present time, therefore, definite assurance 
is given the buyer and seller at the time of contracting that 
while their price is basis Middling white cotton, if any other 
deliverable grade is tendered the price will be adjusted in ac
cordance with prevailing prices in the spot market; and that if 
any deliverable staple other than % inch is tendered it too will 
be adjusted in general in accordance with prevailing commer
cial differences. This would seem to be a system, par excel
lence, for the meeting of the problem created by making the 
future contract multi-grade in form. It has, however, its limi
tations just as the fixed and periodic plans do. Some of these 
are considered in the following section. 

3. SOME PRICE LIMITATIONS IN DIFFERENCE SYSTEMS 

Difficulties Under a Fixed Difference System.-In describ
ing the essential features of the fixed· difference system, its 
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theory of operation was also outlined. IDe differentials above 
the basis grade are purposely placed at somewhat narrower in
tervals than those usually prevailing in the cash market and the 
differentials below the basis grade purposely widened to greater 
amounts than the prevailing cash differences. The effect of this 
plan is to inform the seller at the time of contracting that the 
rOOst profitable deliverable ~de for him to deliYeL ~!lsis _ 
gra-ae.-1fut-it-afs~--mak-;;~- available other grades for delivery 

1f a scarcity of the basis grade or grades develops. By so ar
ranging these differentials, the future price should continually 
reflect only the basis grade since it is the most likely deliverable 
grade. This is a highly desirable feature as it minimizes the 
variations between cash and future prices due to this factor. 

There are two principal limitations to the plan as it applies 
to grain. The first of these is that commercial differences be
tween certain grades sometimes get seriously out of line with 
the fixed differentials. When this disalignment happens to be 
a discount, it will in turn bring the price of futures down. 

An illustration of this kind occurred on the Chicago Board of 
Trade during the summer of 1925. At that time No. 2 N orth
ern Spring wheat was deliverable on futures at the contract 
price along with No. 2 Hard Winter wheat and certain other 
grades, while No. 2 Dark Northern Spring carried a ~ cent 
premium. The Chicago market is principally a winter wheat 
market, but that spring future prices in Chicago became suf
ficiently high relative to the spring wheat markets of Minne
apolis and Duluth that shipments of Northern Spring wheat 
were made from Duluth to Chicago. This grain, while deliver
able on future contracts, proved to be an undesirable supply 
in the Chicago cash market with the result that its cash value 
was somewhat below that of the corresponding grades of hard 
wiiIter wheat. Due to the right of the seller to tender this· 
Northern Spring wheat on future contracts the current prices 
of the latter in turn were lowered. This Northern Spring 
wheat continued to act as a depressing factor until October of 
that year when the fixed differential upon No. 2 Northern 
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Spring was changed from an "even" basis to a discount of 3 
cents and No. 2 Dark Northern Spring from a premium of 
~ cent to' a discount of 2 cents per bushel. 

The result of this change was to raise the price of futures 
from 1 to 2 cents per bushel. The change was made effective 
October 1, 1925 and due to the existence of outstanding con
tracts entered into on the old basis, futures were traded in for 
a time following this date on a two-fold basis of "old" and 
"new" contracts, the former continuing to reflect the cheaper 
spring wheat and the latter reflecting, at a level of from 1 to 2 
cents higher, more fully the basis of hard winter wheat This 
example serves, too, as an excellent quantitative illustration of 
just how the future price reflects the most likely deliverable 
grade. 

All too frequently there is a sharp conflict of opinion among 
those having an intimate knowledge of both the current cash 
and future situation regarding what the fixed differentials 
ought to be and their actual effect upon future prices. It is 
seldom possible, except in exceptional and drastic changes, to 
isolate and measure separately the effect of this one factor. 
This fact occasions the second limitation of a fixed difference 
system, viz., that it is subject to a strong personal element of 
bias and poor judgment. It is not possible to make even the 
smallest change in' the fixed differentials without opening the 
possibility of benefit to some and injury to others. Furthermore 
these changes are always made at a time when wide diver
gencies have occurred resulting in large losses to some and 
gains to others. At such a time the air is surcharged with ac
cusations of "deals" and manipulations with the result that 
such changes as are made are likely to be rather colorless com
promises resulting in general dissatisfaction. 

Fortunately, for grain, these two limitations of cash dif
ferences, changing sufficiently to more than offset the fixed 
differences, and the human element of bias and poor judgment 
adversely affecting the size of the differentials, are not often 
called into play. As a rule the future price continually reflects 
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hard winter wheat in Chicago and Kansas City and spring 
wheat in Minneapolis. This is due to the fact that the relative 
proportions of the various grades of each crop do not vary 
greatly from year to year, a large fraction in each market being 
of this particular grade. This is even more true for variations 
in the grades of com and oats. Car inspections of wheat at Chi
cago are shown in Table 20 for ten different years showing the 
proportion of No.2 Red and No.2 Hard Winter wheat to the 

TABLS 20.-C,\Jl INSPECTIONS OF WHEAT AT CHICAGO SHOWING THE PRO

POIlTION OF No.2 WINTEIl TO Au. GRADES FOil TEN YEARS, 

1920-1929.* 

Cars inspected during the year 
Grades 

1920 1921 1922 1923 1924 

Total, all grades 12,404 28,830 35,116 32,565 43,733 
No.2 ""inter (red and hard) 2,114 11,930 16,124 9,755 21,830 
Per cent of No.2 winter 17.0 41.4 45.8 30.0 49.9 

TABLE 20 (cont.) 

Cars inspected during the year 
Grades 

1925 1926 1927 1928 1929 

Total, all grades 14,623 23,519 23,710 17,779 24,435 
No.2 winter (red and hard) 4,734 6,804 8,272 6,835 14,180 
Per cent of No.2 winter 32.4 28.9 34.9 38.4 58.0 

* Compiled from Howard, Bartels and Co., "Red BOOR," Chicago, annual. 

total volume. With the exception of the year 1920 the per
centages range from 28 to 58 per cent of the entire inspections. 
This fact has an important bearing on the success of the fixed 
difference system. Were this percentage either a small one or 
an uncertain one there would be many more changes to make 
from time to time in the fixed differences. The proportion of 
the basis grade being fairly large and dependable, the likeli
hood of an ample deliverable supply of this grade is corre
spondingly assured. The practice of mixing grain also adds to 
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the probability of success in using the fixed difference system 
for grain. Grades of No.3 and frequently Nos. 4 and 5 are 
combined 'with the better qualities of No.2 and No. 1 to meet 
the, inspection requirements of No.2 for the entire lot. To 
those interests most likely to deliver grain upon contract, this 
possibility can increase materially the supplies of No. 2 if 
need be and the knowledge that this is possible frequently 
keeps the future price from changing to a basis reflecting an 
inferior grade. 

Limitations of the Periodic Difference System.-The peri
odic difference system operates, as we have seen, on the theory 
that the differentials established for each of the deliverable 
grades should be kept in proximity to those prevailing in the 
spot market and that this can be done by an occasional adjust
ment. Where they are adjusted once each month, it is assumed 
they will roughly approximate prevailing differences during the 
ensuing month; where once each year, that they will approxi
mate prevailing spot differences for twelve months. This lat
ter plan was the one formerly employed by the N ew York 
Cotton Exchange. 

It should be observed at the outset that the object sought in 
determining the differentials under this plan is something more 
than that sought through the use of fixed differences. Under 
the latter plan, the differentials are so placed that the seller will, 
under normal conditions, be encouraged to deliver only the 
basis grade the object being to obtain a maximum degree of 
uniformity between cash and future prices. Under the periodic 
system the intention is not only to attain as high a degree of 
price uniformity as possible but also to place the buyer and 
seller upon an equal footing if any grade other than the basis 
grade is tendered. In other words the periodic plan. especially 
as it was applied to cotton. gives greater emphasis to the pos
sible delivery of grades other than the basis grade. 

The reason for this difference of emphasis is to be found in 
the fact that cotton is not as easily graded or as uniform in 
quality as grain. Because of the fact that a considerable frac-
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tion of each year's crop of grain is almost certain to be the 
basis grade and certain other lots can be mixed to grade as 
No.2. the seller is not particularly handicapped if the differ-

TABLE 21. CLASSIFICATION OJ! TlIB 1928 AMERICAN COTTON CROP BY TYPE, 
COLOR, GRADE AND STAPLE.· 

Quantity Staple distribution 

Description 
Per 

Percent 
Percent 

Percent 
Bales under over 

cent '/.' '/.' 'fa' 

Upland Cotton: 
White, Total 11,971,092 83.89 11.46 35.07 37.36 

M.Fair 704 .00 .00 .00 .00 
S.GoodMid. 42,630 .30 .07 .13 .10 
Good Mid. 1,638,279 11.48 2.30 4.33 4.85 
Strict Mid. 4,925,154 34.52 4.64 14.54 15.34 
Middling 3,248,883 22.77 2.38 9.78 10.61 
S.LowMid. 1,366,193 9.57 1.21 4.08 4.28 
Low Mid. 430,724 3.02 .53 1.32 1.17 
S.LowOrd. 237,525 1.66 .26 .67 .73 
LowOrd. 81,000 .57 .01 .21 .29 

f---
Extra White 418,271 2.93 .06 .29 2.58 
Spotted 1,632,867 11.44 1.76 6.04 3.64 
Yellow Tinged 39,719 .28 .06 .14 .08 
Light Yel. Stained 1,801 .01 .00 .01 .00 
Yellow Stained 919 .01 .00 .01 .00 
Grey 21,004 .15 .01 .08 .06 
Blue Stained 1,587 .01 .00 .01 .00 
No grade 153,743 1.08 1.00 .03 .OS 

American-Egyptian Cotton 28,310 .20 .00 .00 .20 

Total American Crop 14,269,313 100.00 14.35 41.68 43.97 

• Adapted from "Cotton Grade and Staple Report for the United States" 
(mimeo.) prepared by the Cotton Division, Bureau of Agr. Economics, U. S. 
Department of Agriculture, April,1929. 

entials do not normally permit delivery of any other grade. 
But in cotton, no two bales are just alike, they cannot be mixed 
to yield a higher grade, and occasionally it happens that the 



296 FUTURE TRADING 

bulk of the crop is lower than middling. Data have not been 
available to fully illustrate this last point until the last two years 
and these years were not seasons of unusual quality. They are 
instructive, however, in showing the proportions constituting 
the principal colors and grades of cotton and a summary for 
1928 is accordingly shown in Table 21. 

The crop of 1929 was similar in size and proportions to that 
of 1928 with, however, a slightly larger proportion (30%) of 
Middling white cotton and a somewhat smaller proportion of 
Strict Middling (26%). It will be seen from Table 21 that for 
this particular year white cotton of Middling and Strict Mid
dling grades and having a staple of ~ inches or over was in 
abundance. We need, however, a series of years showing the 
poor with the good to measure the variations in quality of cot
ton. In Shepperson's c.otton Facts, an annual of cotton sta
tistics, there is given back to the 1915 crop an estimate of the 
average grade of each crop. These are shown in Table 22. 

TABLE 22.-TaE AVERAGE GRADE OF EACH AMERICAN UPLAND COTTON CRoP 

AS REPORTED BY SHEPPERSON ANNUALLY FROM 1915 TO 1928. 

Year Grade Year Grade 

1915-16 Mid. to Str. Mid. 1922-23 Middling 
1916-17 Mid. to Str. Mid. 1923-24 Str. Low M.to Mid. 
1917-18 Middling 1924-25 Middling 
1918-19 Barely Middling 1925-26 Str. Low Mid. 
1919-20 Str. Low Mid. 1926-27 Str. Low M. to Mid. 
1920-21 Barely Mid. 1927-28 Mid. to Str. Mid. 
1921-22 Middling 1928-29 Str. L. Mid. to Mid. 

While they are only estimates they indicate at least the changes 
occurring frQm year to year, variations ranging from Strict 
Middling to Strict Low Middling. 

Variations in the quality of crop from year to year result in 
variations in the commercial differences in price often of a pro
nounced character. If the crop turns out to be a poor one, there 
is an over-abundance of low grade cotton, a scarcity of high 
grade cotton, the former can be substituted for the latter only 
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to a limited extent with the result that the spot differences 
spread rapidly. One of the main limitations of a periodic dif
ference system applied to cotton is thus apparent. An effort is 
made to estimate at the outset of the season what the prevail
ing commercial differentials will be for the entire year,-an 
attempt which, in any exact sense at least, is humanly impos
sible. 

Another and important limitation of this plan is the human 
element of bias and error in judgment. This was mentioned as 
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FIG. 36.-Comparison of spot price of middling cotton at New York and 
the average spot price of middling at New Orleans, Memphis, Galveston 
and Houston with the price of future contracts for the spot month on the 

New York Cotton Exchange, Fridays, September, 1906-August, 1907. 

a limitation also of the fixed difference system. Applied to cot
ton where the relative changes' in price are larger, the tempta
tion becomes correspondingly greater to set the contract differ
entials where losses will be least. While this benefits some in.., 
terests it must result in corresponding loss to others. 

In Figure 36 there is reproduced a chart of cotton prices for 
the period, September 7,1906 to August 29,1907, from the in
vestigation made in 1908 by the United States Bureau of Cor-
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porations. l1 'It clearly shows the effect upon the price of New 
York Cotton Exchange futures of not sufficiently widening 
the differentials on the lower grades in November, 1906. The 
commercial differences being wider, the future price ceased to 
reflect Middling cotton New York and began reflecting a lower 
grade plus the fixed differential. At the bottom of the chart is 
shown the amount of this discount in the future price. To those 
who had sold forward Middling cotton or better and hedged 
this sale by an equal purchase of futures, this spread caused a 
sizable loss. To those holding Middling hedged with an equiva
lent sale of futures a profit resulted. 

Limitations of the Commercial Difference System.-Because 
it is impossible to accurately gauge spot differences any length 
of time in advance, and particularly for a period of a year, 
present-day differences for cotton are, as we have seen, de
termined daily. This eliminates at least any major maladjust
ment between actual spot differences and those applied on 
future contracts. In practical operation, however, the plan, as 
provided under the Cotton Futures Act, has proved somewhat 
defective in three respects. Committees at ten spot markets are 
asked to report daily. They are composed of men actively en
gaged in the cotton business and it may reasonably be supposed 
that their particular interests might at times influence their 
judgment. They are, however, chosen from both buying and 
selling trade groups and occasionally changed so that it is un
likely any large error could occur from this source. 

The second limitation to the plan is that accurate spot quo
tations for each grade at each of these ten markets are diffi
cult to obtain. This is particularly true during the latter part 
of each crop season. Periods of several weeks will pass during 
which few if any sales occur on some of the spot markets and 
the Committee finds it necessary to indulge in rather elaborate 
interpolations to obtain a figure for most of the grades.12 

.. Re,ort of the Commissioner of Cor,orations on CottOft Exchanges, 
Part IV, opposite p. 47. 

II See Regulations of the Secretary of Agric"lt"re fInder the U. S. Cotlon 
F"tMes Act, Regulation IS, Sec. 6. 
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Where this is the case the mean of the 10 markets is not likely 
to reflect precisely each commercial difference. Some members 
of the trade believe this error to be considerable at times while 
others think it of little practical importance.'s 

The third limitation deserving mention is that daily adjust
ments of the contract differentials continually create uncer
tainty in the minds of hedgers regarding the true value of their 
hedge. Suppose, for example, a merchant hedges 400 bales of 
Strict Low Middling by an equivalent sale of futures. He 
bought this cotton on the basis of prevailing future prices and 
figures that his hedge will not only protect him against any de
cline in price but will furnish an outlet for the' disposal of the 
cotton in the event he cannot sell it in the spot market. Under 
a fixed difference system where changes are infrequent he 
knows at the time of purchase just how much discount he will 
have to allow the buyer if delivery on his future is made. But 
under a commercial difference (and to some extent under the 
periodic plan) this he cannot know until the day he tenders 
notice to the buyer. While this limitation might be thought to 
be a small one because deliveries on future contracts are small, 
it is important in the sense that continual uncertainty is created 
whether delivery is made or not and this uncertainty is highly 
undesirable. 

Differences Based on Some Physical Factor.-Arguments 
were heard in the Bureau of Corporations investigation on the 
possibility of basing the differentials for cotton on the spinning 
outturn per bale for each grade of cotton. Thus an estimate 
might be made, after collecting data upon a large number of 
bales of just what the waste is in each grade, these figures re
duced to percentages of Middling, and permanent differences es
tablished for each grade accordingly. If, for example, Low 
Middling revealed as a result of extensive tests an amount of. 
waste sufficient to reduce it to an amount equal to 90 per cent 

"Cf. Hubbard, W. H., CDtton and the Cotton Market, p. 358-359. The 
many shades of this whole problem of differences are excellently reviewed 
by Hubbard from p. 349 to p. 373. 
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of Middling, then on future deliveries of Low Middling the con
tract price would be reduced 10 per cent. And if Good Mid
dling had a spinning outtum of 110 per cent of Middling, it 
would be deliverable at a 10 per cent premium. The advantages 
of this plan are obvious. They remove the element of human 
judgment and the consequent pressure to establish preferen
tial allowances. They provide a definitely known quantity 
which both buyer and seller can depend upon and plan accord
ingly. These are points of real merit in its favor. 

Arguments advanced against the plan were that the value of 
cotton is not measured alone by its spinning content. Differ
ences in staple -are highly important and other elements com
posing what are sometimes referred to as the "character" of 
cotton also are of material importance. Without taking account 
of these factors, it is likely that the longer staples would never 
be delivered, and also that the quality aside from spinning out
tum would be poor. This would most certainly have a de
pressing as well as uncertain effect upon the price of futures. 
It was also argued that representative percentages of outtum 
could not be obtained, but it appears at the present time that 
this _ difficulty could probably be handled with a fair degree of 
accuracy.14 It might also be possible to make some allowance 
for staple which could also be made a part of the permanent 
percentages. These differentials could of course be changed 
from time to time as experience and manufacturing conditions 
suggested but only after due notice for a period of time. This 
plan has certain advantages over the others at any rate and de
serves more serious consideration than has been given to it in 
the past. 

A General Limitation.-One of the reasons that the subject 
of difference systems has received so much attention in the cot
ton trade is the wide variation in relative prices between the 

.. According to tests made by the Department of Agriculture in 1917. 
Cf. Hubbard, op. cit.> pp. 360 ff. who advocates this plan; also RepOrl of 
the Bureau of Co,.po,.ations on Cotton Exchanges, Part IV, pp. 196 ff. op
posed to it. 
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various grades. Relative price changes are occasioned mainly 
by corresponding changes in the demand for each grade and 
in the supply of each grade produced each year. The supply in 
turn is determined largely by growing and harvest conditions. 
As the weather varies so the quantities produced in each grade 
vary. This is particularly true during the harvest time. Cotton 
is picked over a long period of time,-beginning in late Au
gust and extending into December. During this period weather 
conditions are all important in determining the state of the 
crop. When the crop is lowered in grade, many interests in the 
cotton trade are affected. Some have sold forward, some have 
not; some have sold at a definite price and some have large 
commitments on call; some have on hand unsold stocks of high 
grade and others of low grade cotton. Any changes in relative 
prices and especially when hedged on the future market are 
certain to cause loss to some. Too often it is hoped that in some 
manner the difference system may be so adjusted that this loss 
will be prevented. 

This cannot, however, under any system of differentials be 
the case. In Figure 37 there are illustrated alternative situa
tions in which buyers of cotton may find themselves as a result 
of a widening of the spot differences for cotton. Let us sup
pose that Mr. G. M. sold forward Good Middling cotton on 
October 20 at 16.00 cents per pound, that Mr. M. sold forward 
Middling at 15.20, that Mr. L. M. sold forward Low Middling 
at 14.10, and that each hedged his sale by an equivalent pur
chase of the December future at 15.00 cents per pound. About 
November 5 there occurred a widening of the spot differences 
between the various grades due to a fuller realization of an 
over-abundance of the lower grades and a rapidly diminishing 
supply of the better grades. In Case I the future price con
tinues to reflect Middling cotton so that Mr. M., after the read
justment, is still able to fill his order for Middling cotton at 
15.65 and sell his future at 15.45 or on the same basis upon 
which the hedge was placed and thus break even. Mr. G. M. 
who must now pay 16.95 for his Good Middling cotton and 
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sell his hedge at 15.45 sustains a basis loss of 50 points, 
while Mr. L. M. who can now buy his Low Middling at 12.85 
and sell his future at 15.45 makes a basis profit of 170 points. 
Thus as a result of the widening of the commercial differences, 
one man lost, another remained unaffected and the third gained 
and this under the assumption that the difference system oper
ated perfectly. 

In Case II, a fixed differential of 90 points "off" for Low 
Middling and of 100 points "on" for Good Middling is as-
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FIG. 37.-An illustration of the effect of a relative change in the spot 
prices of cotton. 

sumed. Then as a result of the widening of the commercial dif
ferences, the threat of delivery of Low Middling causes the 
price of December futures to lower to a point equal to Low 
Middling plus the fixed differential of 90 points. In this situa
tion Mr. G. M. must buy Good Middling cotton at 320 points 
on the December futures sustaining a loss of 220 points, 
Mr. M. must buy his Middling at 190 on the December with a 
loss of 170 points, while Mr. L. M. must now buy his Low 
Middling at 90 off December, his original limit in contracting 
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to sell, and thus breaks even. This illustration might be ar
ranged in a score of ways,-e.g., each of the three parties might 
have first bought and later sold these particular grades in which 
profits and losses would be just reversed,-but in each situa
tion the result would have been the same. In Case I, as a re
sult of a realignment in the commercial differences, the various 
interests reaped profits or sustained losses which they had not 
planned upon. In Case II, these unexpected losses or gains were 
still further affected by the injection of an imperfect differ
ence system with the result that where some ·gained others lost; 
in the illustration the interests gaining were those long the bet
ter grades of cotton and short in the future market as a hedge. 

This illustration is designed especially to emphasize the two
fold point that large basis losses and gains can be sustained 
under a perfect difference system and that no difference system 
can do more than re-arrange these losses and gains. 

Restatement.-We can now briefly generalize upon some of 
the points characterized by the various difference plans. (1) In 
any multi-grade contract, the basis grade or grades chosen 
should represent a quality of the commodity constituting as 
large a proportion of each year's supply as possible. (2) The 
difference system employed should be so adjusted that the fu
ture price will reflect this basis grade only, and as closely as 
possible. This point is all-important to the success of any dif
ference system. (3) The attempt should not be made to pro
vide a difference system upon which a maximum portion of 
the merchantable supply can be delivered on future contracts 
if this will result in introducing uncertainty into the future 
price. Futures are used mainly for hedging and through specu
lation as a price-directing device and only incidentally as a mer
chandising medium. (4) The basis upon which differences are 
measured should be one as free from the personal element as. 
possible, the best system being one based upon some physical 
standard providing a suitable measure can be devised. (5) If 
the supply of the basis grade is sufficiently large year after 
year and the relative price changes between grades sufficiently 
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small, a nxeddifference system is the best suited of the three 
in common use at the present time, in which the premium 
grades are arbitrarily placed at narrower intervals and the dis
count grades at wider intervals than prevailing spot differences. 
( 6) If a periodic difference system is to be used, changes 
should be as few as possible and fixed always with a view 
to making the basis grade the most likely deliverable grade 
upon the contract. (7) If it is necessary to use a commercial 
difference system, the personal element should be reduced to 
a minimum and only those spot markets used which are fully 
representative of prevailing prices. In view of the importance 
of (2) above, these daily differences "on" and "off" might 
well be arbitrarily altered say 5 per cent each way,-the 

. "on" differences being reduced 5 per cent and the "off" dif
ferences increased (raised) 5 per cent,-as an additional as
surance that the future price will at all times reflect the basis 
grade. 

4. SUMMARY 

Difference systems are occasioned by the fact that not one 
but several grades of a commodity are usually deliverable upon 
future contracts. In order that both buyer and seller shall be 
fairly compensated if grades other than the basis grade are ten
dered. a plan of allowances or differences is set up in which 
carefully defined additions are made to the contract price if the 
seHer elects to deliver a superior grade and carefully defined 
deductions are made from the contract price if the seller elects 
to deliver an inferior grade. Three systems for the determina
tion of these differences are in use at the present time: the fixed 
difference plan. the periodic plan, and the commercial differ
ence plan. 

Under the fixed plan, as used for grain futures. the differ
entials are determined by the exchange, the "on" differences for 
premium grades being made somewhat smaller than those pre
vailing in the cash market and the "off" differences somewhat 
larger. The effect of this is to give assurance to both buyer and 
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seller in advance that the future price will reflect the basis 
grade. Under the periodic plan the differentials are also deter
mined by the exchange but are revised at regular intervals. 
Here the differences are established as an average approxima
tion of the probable commercial differences likely to prevail un
til the next date of change. Under both of these plans, the 
actual spot differences may at times get considerably out of 
line with those determined by the exchange with the result that 
future prices are affected causing loss or gain to various trade 
interests. 

The commercial difference plan is designed to eliminate this 
difficulty by requiring that the differentials for future con
tracts be changed each day in accordance with changes actually 
taking place in the spot or cash market. It is used at the pres
ent time by the cotton future exchanges under the provisions 
set forth by the United States Cotton Futures Act. Ten spot 
cotton markets are employed to determine the differences each 
day and the average of these markets measures the amount of 
the future differentials. 

Regardless of the difference system employed, many limita
tions are found in actual application. All three are subject to a 
human element of bias and error in judgment. The plan of 
fixed differences, while embodying the greatest element of cer
tainty in its effect on the future price, is also at times unduly 
slow in making changes to fit new conditions in the cash mar
ket. The commercial difference system while prompt in chang
ing as the trade changes, is frequently so uncertain in its course 
that this is reflected in future trading and future prices. The 
periodic plan falls upon a middle ground between these two. 
N one of the systems will prevent loss from a realignment in 
commercial differences caused by some outside factor. At best 
they can only function to prevent any further shifting of gains 
and losses to those most affected. If it could be worked out in 
practical form, probably the best difference system would be 
based upon some physical factor free from any reflection of in
dividual judgment. 



CHAPTER XVI 

DELIVERABLE CASH SUPPLIES AND 
FUTURE PRICES 

No problems are of greater importance to the effective op
eration of future trading than those involved in the question of 
deliverable cash supplies. The buyer of a future has the right 
to demand delivery of the actual commodity during the deliv
ery month; similarly, the seller has. the right to make actual de
livery if he so chooses. If at any time this right to take or make 
delivery is impaired or in any way threatened, an immediate ef
fect will be shown in the price structure to the advantage of 
some and to the detriment of others. Such disturbances, 
whether occasioned by natural or by artificial forces. are al
ways undesirable elements causing general dissatisfaction in 
the trade. In this chapter consideration will be given to some 
of the more important phases of this broad problem with par
ticular reference to their price effects. 

1. mEAL CoNDITIONS 

The relation of deliverable supplies to prices has not received 
the amount of consideration in the past which the subject jus
tifies. One of the reasons for this has been that problems in
volving the condition or position or amount of available sup
plies have been looked upon as problems of the cash market 
rather than of the future market. In fact. however. in their ef
fect they are of much greater importance to the latter market. 
Price disturbances in the future market have often been traced 
to immediate though superficial factors when in fact the basic 
cause was to be found in the deliverable supply situation. This 
problem will be approached. then, by describing at the outset 
the fundamental position which supplies available for delivery 
upon future contracts occupy in future trading and future 
prices. This will require the assumption of conditions more 
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nearly ideal than are likely to exist at any given time in order 
that at a later point the factors occasioning irregularities may 
be more easily understood. 

Relation of Cash to Future Prices,-A Restatement.-In ap
proaching this problem it is necessary to have clearly in mind 
the relation which cash prices should bear to future prices un
der normal conditions. Two distinct relationships are to be 
noted: (I) cash prices should rise relative to future prices as 
each crop year advances reflecting the cost of carrying sup
plies forward; and (2) after an allowance has been made for 
this minor seasonal variation, cash and future prices should 
parallel each other in the larger and more uncertain movements 
occurring from day to day, from week to week and from year 
to year. The reason for this latter connection is the right to 
make or take delivery upon future contracts. 

We have already seen that this ideal relation of cash to fu
ture prices neve!: in fact exists for anyone year and that it 
can be demonstrated only in a general way when a series of 
several years are included. We have also had occasion to olr 
serve some of the reasons why a perfect relationship is not in 
practice found. Chief among these are the continual variations 
in prices occurring between the various grades of cash grain 
and the influence these variations have upon the course of fu
ture prices. 

The Place of Deliverable Supplies.-In order to bring out 
clearly the important position occupied by deliverable supplies, 
let us assume that the problem of a suitable difference system 
has been solved. We will assume that the future price at all 
times reflects just one grade and that at no time is it relatively 
more profitable to deliver some other grade or grades. Isolated 
in this way, the problem of deliverable supplies becomes one 
simply of assuring at aU times that an adequate supply of the . 
cash commodity be available during each delivery month. By 
adequate is meant (I) a sufficient quantity to meet the de
mands of aU buyers and of aU sellers of futures who choose to 
take or to make delivery upon their contracts; and ·(2) that the 
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condition· and. position of this quantity be generally and ac
curately known. By available is meant either at the market or 
markets where delivery is provided or within a convenient ob
tainable distance. These are conditions which in practice do not 
usually prevail in all particulars at any given time but all of 
which are necessary if the factor of deliverable supplies is not 
to have a disturbing influence upon prices. 

Price Effects of Deliverable Supplies.-Under an ideal situa
tion such as just described, prevailing price relationships will 
also be ideal. If available supplies are ample to meet maturing 
future contracts, current cash and future prices will not be 
subject to any element of uncertainty due to this one factor at 
least. If, on the other hand, deliverable supplies appear doubt
ful, uncertainty is injected into the minds of buyers or sellers 
or 'both and this in turn will be reflected in the current price 
structure. Perhaps the most common type of price mal-adjust
ment to result is a rapid advance in near-b;y positions com
pared with the more distant futures. The latter may reflect a 
new crop and in any event are farther away and thus less cause 
for worry than are the near-by futures. If earned to an ex
treme a corner of the short interest may result. If the scarcity 
turns out to be temporary, the near-by futures will decline rela
tive to the more distant. If the disturbance is limited to one 
market, its effect will be to raise or lower prices in this market 
relative to other markets in the same commodity. 

The solution to the problem of "squeezes" and corners, to the 
problem of all-important relative gains or losses to hedgers 
and spreaders, and of uncertainty to speculators both long and 
short is to be found in part at least in available deliverable sup
plies. The necessity of adequate requirements can be best dem
onstrated by considering situations in which they are in part or 
wholly lacking. Some of these situations are the result of fac
tors natural in character and some are a product of artificial 
forces. 
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2. NATURAL FACTORS CAUSING ABNORMAL CONDITIONS 

Small Deliverable Supply.--One of the most common defects 
in conditions of delivery is an inadequate supply. If the con
tracts standing open in any given future mount to a figure 
many times the available supply, a point may easily be reached 
where the short interest becomes uncertain regarding the pos
sibility of fulfilling its contracts. The likelihood of this oc
curring at any given time is dependent upon a wide variety of 
conditions. Deliverable supplies both at the delivery point and 
in the channel of possible shipment may happen to be small that 
season or purchases of futures in which the buyer or buyers 
plan fulfillment by actual delivery may happen to be unusually 
large. Or it may be that speculative interest has been built up 
to unusually large proportions, or is not promptly liquidated as 
the delivery month approaches. These are situations which may 
develop through the natural sequence of marketing and trading 
at any time and may be entirely free from any manipulative 
intent on the part of either buyers or sellers. 

It was said that during the W orId War certain of the allied 
governments bought wheat futures to an amount far in excess 
of the possibility of sellers to fulfill by delivery and in effect 
produced a natural corner upon the leading grain exchanges of 
this country.1 Similar situations, but under the stimulus of 
private rather than governmental purchases, occurred in De
cember corn, Chicago, in 1913, in May wheat, Chicago, in 1921 
and in July wheat, Chicago, in 1926. While there was doubt
less some measure of deliberate intent in each of these cases, 
the major influence was an unusually small deliverable supply 
occasioned by cash grain conditions at the time. In the 1913 
December corn situation, "conditions unfavorable to the shell
'ing of corn and shipping it to the market, combined with a crop 
rather shorter than had been expected, helped out by the levY
ing of a duty on corn which prevented importations from Ar-

ICf. Report of the Federal Trade Commission on the Grain Trade, Vol. 
VII. p. 243. 
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gentina"· developed an acute shortage during the latter part of 
the month. In May wheat, 1921, the major cause appears to 
have been' a hedge purchase of 2,000,000 bushels by a German 
importer through aNew York house and in which fulfillment 
was intended by delivery. It happened, however, that supplies 
in public store at Chicago during May were only a few thou
sand bushels and as a result the current future rapidly ad
vanced.a In the 1926 July wheat situation purchases were again 
made by a cash grain interest for the apparent purpose of ac
cepting delivery, and again at a time when wheat in public store 
was abnormally small. ' 

With reference to cotton, and particularly at New York, in
stances of inadequate supply have in the past been much more 
frequent. In fact prior to adoption of delivery at Southern 
points in 1928, the prevailing situation was one of doubt and 
uncertainty regarding the conditions of delivery with the re
sult that cash-future and inter-future prices were frequently 
deranged. It has been claimed by some that available supplies 
at New York were deliberately controlled in amount and char
acter for the profit of individual manipulators. In this light the 
situation cannot, of course, be classed as an example of natural 
causes. But fundamentally it was a product of the location of 
N ew York with reference to the movement and supply of ac
tual cotton. N ew York City has for many years been some
what out of the main channel of shipment particularly in the 
domestic market and for this reason has in the past often been 
an open invitation for manipulation by those in the spot cotton 
business. There are a number of possible solutions to the prob
lem of a small deliverable supply. They can be outlined to bet
ter advantage after a consideration of other and important fac
tors affecting conditions of delivery. 

Supplies out of ihe Channel of Shipment.-A minor corol
lary to the question of supplies at the point of delivery is the 

• Ibid., p. 244. 
• See Report of the Federal Trade Commission on Methods and Opera

tions of Grain Exporlers, Vol. II, p. 22 if. 
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availability of supplies elsewhere. If the market at which de
livery is provided is favorably located, it may easily and quickly 
draw upon surrounding territory if need be to meet immediate 
requirements. And the knowledge that this is possible will fre
quently suffice to remove any element of uncertainty. If, how
ever, the market or point of delivery is not located in a chan
nel of economical shipment or if supplies have moved on to 
points nearer the consumers' market as is likely to be the case 
during the latter part of a crop season, then this additional 
source of supply will be of little value. 

Supplies out of C ondition.-With reference to grain and par
ticularly com, the element of condition is sometimes important. 
Grain contains a considerable amount of moisture and as the 
summer approaches is frequently hard to carry without sour
ing or heating, though modern equipment has materially les
sened this hazard in recent years. An illustration of the ef
fect of this factor is to be found in corn at Chicago in the 
summer of 1927. During the month of May some uncertainty 
had been felt regarding the condition of local supplies and in 
June this uneasiness increased. Purchases of the July future 
were made only at increasing discounts under the September 
future. During June the July discount widened from 2~ cents 
on the first to 8;4 cents on the thirtieth and increased in early 
July to 9 cents per bushel under the September. Such an un
usual spread would appear to offer an excellent carrying charge 
to a merchant buying the July and selling the September but 
this is subject to a large loss in the event of deterioration. This 
element has an opposite effect upon the relation of near-by to 
distant prices to that of small deliverable supplies. Public ele
vators are required to advise owners and the trade generally of 
damage to grain; but long before this advice is posted the struc
ture of prices may be expected to discount its announcement. 

Other Natural Factors.-There are other and minor factors 
developing naturally out of the conditions of trade which play 
a part in determining the terms of delivery. Merchants and 
shippers, and particularly those likely to make or take delivery 
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upon futures, frequently have some knowledge of the character 
of the warehouse receipts they will get if delivery is taken. 
They mayor may not prefer a particular elevator due to its 
location, construction or policy of operation. They may fear 
delivery of several parcels in widely scattered elevators, pre
ferring a single lot at one elevator. They mayor may not ap
prove of other conditions likely to be present if delivery is ac
cepted affecting the character and time of delivery of the com
modity. To the extent that these minor factors as a group an! 
cumulative in their influence, they are capable of exerting an 
appreciable effect upon the price structure. As a rule they can
not be discounted far in advance and are, therefore, of maxi
mum importance during the delivery month. Their influence is 
most clearly shown in the premium which cash prices regu
larly command over future prices for the same grade of com
modity during the delivery month. Cash prices reflect in grain 
country-run receipts and in cotton even-running lots; they are 
for a product of definitely known location, condition and time 
of delivery,--qualities for which a buyer is willing to pay a 
premium over uncertain receipts through a future contract. 

Price Influence All-Important.-It should be emphasized 
that these and other abnormal factors are of importance mainly 
because of their effect upon the price structure. It was shown 
at earlier points that the future mark~t is not used to any ap
preciable extent for the merchandising of commodities; rather, 
it serves as a medium for speCUlation and hedging. In fact the 
limitations of delivery together with those involved in the dif
ference system constitute the principal reasons that futures are 
not used to any extent to take or make delivery. But though 
they are not so used, they can be; and it is this right or possi
bility that continually makes every condition of delivery of im
portance to those buying and selling futures. These conditions 
are continually reflecting themselves as a result in cash-future, 
inter-future and inter-market differences in price to the ad
vantage of some and to the detriment of others. 

An Illustration.-In Figure 38 there is shown an illustration 
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of the influence of deliverable supplies upon price. Com in pub
lic and private store, Chicago, and com future prices, Chicago 
Board of Trade, for the 10-year period, 1921-1930, have been 
used. The supply curve shows the deviations from the 10-year 
average of supplies in store for the fifteenth of July each year. 
The price curve shows the deviations from the 10-year average 
of price differences between the current July future and the 
September future on the fif
teenth of each July! The 
measu.re of inverse relation
ship may be easily seen. 
Years of ample supply such 
as 1926 and 1927 were 
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years in which the current FIG. 38.-The influence of supplies of 
future price was relatively com in store, .Chicago, upon the rela
low, and years of scarce tive levels of future prices, 1921-1930. 

supply such as 1923 and 
1924 were years when the near-by future was relatively high. 

The inverse relation&h.ip is not, however, complete for every 
year. Thus in 1928 supplies were average but the July future 
carried a sizable premium over the September due to an un
usually large long interest in the July by four leading specu
lators.1I Furthermore,· the supply figures are not precisely the 
deliverable supplies for any of the years. They represent the 
nearest approximation obtainable and for a period in each crop 
year when deliverable supplies are most frequently of im
portance in their effect upon relative prices. 

3. ARTIFICIAL FACTORS CAUSING ABNORMAL CONDITIONS 

Those who have studied the relation of deliverable supplies 
to prices have, in the main, emphasized the manipulative as-

• Supply and price data from Annf4Dl Relort 0/ the Chicago Board g/ 
Trade. Actual dates used were the nearest Saturdays to the 15th of July 
each year due to the weekly compilation of supply figures as of Saturday. 

·Cf. Hoffman, G. Wright, Trading in Corn Futures, U. S. Dept. of 
Agr. Tech. Bull. No. 199, pp.18-SO. 
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pects of the subject. These are fairly obvious in their effect as 
well as spectacular and as a result naturally attract attention. 
There are, however, very few abnormal conditions caused 
purely by an artificial factor, and in many cases the success of 
an apparent attempt to manipUlate prices has been due in large 
measure to the aid of one or more natural factors. While em
phasis in this section is placed upon the separate effect of ar
tificial factors, they should be thought of as contributing or 
modifying influences to the broader natural factors just de
scribed. 

The Threat of Making Delivery.-The vast majority of 
those trading in futures do not desire either to make or take 
delivery. As speculators they are interested in buying or selling 
at one level and reversing their transactions at a more profita
ble level; if prices move against them, they want to close out 
their position and take their loss; and in either case they wish 
to avoid the necessity of receiving or delivering the actual com
modity. This known reluctance on the part of speculators offers 
an opportunity to those in a position to make delivery to force 
liquidation on more favorable terms. 

An illustration will aid in understanding this process. We 
will suppose that during April a firm of grain merchants have 
open on the short side as a hedge 1,400,000 bushels. There must 
then be 1,400,000 bushels of May wheat carried forward on the 
long side to offset this position. We will assume that this long 
interest is held by commission house speculative trade. As the 
month of May approaches the long interests desire to close their 
position. This they can do in only one way: by selling to some
one else. But prospective buyers become increasingly difficult 
to find as the delivery month draws nearer with the result that 
the May future declines relative to cash wheat prices. When it 
has declined to an amount sufficient to provide a carrying 
charge, the merchant firm can then buy in its May position and 
sell its cash holdings; or it may shift its hedge to advantage to 
the July. 

While the theory of this process is simple enough, it is sub-
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ject to many uncertainties in practice. It may well be that other 
cash grain interests will appear and willingly take up the specu
lative long interest so that actual delivery no longer appears as 
an unwelcome alternative. Not infrequently, too, speculative in
terests of a professional or semi-professional type will "stand 
on" their contracts and take delivery during the early part of a 
delivery month with the hope that they may later in the month 
sell and deliver at a higher figure. 

It should be observed further that while this practice is here 
referred to as artificial, it is not necessarily manipulative in 
character and the effect produced if successful is not occasioned 
by any lack of available deliverable supplies. In its best setting, 
it is simply a situation in which a willingness to freely convert 
futures into cash is lacking; in its worst setting it may be a 
carefully developed plan to threaten delivery of an inferior 
quality of cash product and to carry it out on a scale and un
der conditions highly adverse to the prospective receivers. 

The Threat of Taking Delivery.-Having greater possibili
ties of success and much more common is the threat of taking 
delivery. Here the long interests attempt to profit at the ex
pense of the "shorts." By continuing long up to and into the 
delivery month, speculative short sellers find it increasingly 
difficult to buy in their contracts. The short interest, it will be 
recalled, has the option of choosing the day during the delivery 
month when the actual commodity will be delivered. This op
tion only serves to postpone the time when an ultimate settle
ment will have to be made. With the hope that prices will break 
or that the long interest will take the initiative and liquidate, 
they may carry along their position well into the delivery month 
with little thought of acquiring the necessary supplies. At the 
end of the month when delivery must be made supplies may 
be scarce and, in a frantic effort to close out their position, the. 
current future advances rapidly. This process mayor may not 
be accompanied by any manipulative intent but in any event it 
is an artificial situation producing a temporary derangement in 
prices. 
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An IllustriJtion.-Such situations as the one just described 
can hardly be dignified by the title of corner though they do 
have some of its earmarks. They are of rather frequent occur
rence in both grain and cotton. Such a "congestion" occurred 
in the July wheat future upon the Chicago Board of Trade on 
July 31, 1926. A merchant-speculator in this instance had ac
cumulated a rather large line which he carried forward to the 
end of July. Some advance had already taken place in the price 
of July wheat prior to the thirty-first and during trading on 
the final day additional warning was given of the scarcity of 
supplies and the necessity for the short interest to "cover." 
Instead it continued open up to the close. With less than ten 
minutes left to trade the "shorts" began buying with the result 
that prices, already sensitive, immediately began advancing by 
steps of 34 cent, ~ cent and later 1 cent at a trade rising dur
ing the closing minutes from $1.45 per bushel to $1.60 per 
bushel. While all of the contracts were settled and without any 
defaults, a good many closed at the top price. 

Frequently these so-called "squeezes" prove profitable to the 
operators without the necessity of carrying them so far. In the 
cotton market particularly, there have been a good many in
stances during the past ten years of sudden shifting by mer
chant interests of large long lines to markets having small de
liverable supplies with the result that the near-by futures im
mediately begin to advance. If a profitable margin can be ob
tained without the· necessity of carrying the position into the 
delivery month and accepting delivery, the result will be just 
that much clear profit. If prices do not respond as fully as ex
pected they may take delivery and rely upon their merchan
dising facilities to let them out with a profit or at least a mini
mum of loss. 

To be most successful, operations of this kind must be con
ducted in connection with an established merchandising. busi
ness. Otherwise a lack of knowledge of probable receipts, to
gether with an inability to economically handle supplies that 
must be taken in, will more than offset any probable profit. 
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There is the possibility also in merchandising to ship supplies 
away from markets where delivery is needed to deliberately 
create a scarcity. This practice is not unkQown either to organ
ized grain markets or to organized cotton markets. At other 
times only the more desirable lots may be moved on to leave 
the less desirable for delivery upon futures, Such tactics 
whether ultimately successful or not invariably cause uncer
tainty. 

C orners.-Of a much more ambitious character in this same 
general field are the occasional attempts to comer the market 
in some one commodity and future. Not only is a large long 
line in the particular future acquired but, in addition, an attempt 
is made to control the entire deliverable cash supply. Such a 
venture to be successful requires an immense amount of buy
ing and must be carried along for a good many months. It is 
certain to attract attention long before the delivery month ar
rives and with each advance in price to encounter increasing re
sistance. Supplies are likely to be attracted to the market from 
points far from the usual channels of shipment and in amounts 
larger in the aggregate than expected. To some extent these 
can be currently merchandised since the comer is likely to be 
attempted in the latter part of a crop year when supplies are 
scarce. But as a rule whether the short interests in the future 
market be cornered or not, those running the comer have left 
on their hands large supplies bought at advancing prices which 
must be disposed of. If a ready market is not to be found a few 
weeks will bring added competition from a new on-coming 
crop. 

Comers are not popular among present-day market leaders 
as a method of manipulation. In the early days of grain trad
ing they were of common occurrence and occasionally resulted 
in exacting large profits from the short interests unable to meet 
their contracts. But State and Federal laws together with ex
change rules have made it difficult to carry an operation of this 
size through to a successful conclusion. Where manipulation is 
attempted it is on a smaller scale and for the purpose of creating 
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temporary price derangements,-a less spectacular but more 
certain means of profit. 

4. REMEDIES 

The problem of adequate deliverable supplies is as old as fu
ture trading. Its effect is continually felt by all classes of trad
ers and at times it results in large profits to some and corre
spondingly large losses to others. There is perhaps· no problem 
to which the exchanges have devoted a greater amount of time 
though not always with the result of definitely improving con
ditions. Upon every large exchange there are individuals who 
prefer uncertainty to certainty. Squeezes and corners are to 
them opportunities to profit, and any worth-while improve
ment is regarded as a partial elimination of this opportunity. 
There are many others who, lacking insight into the effect of a 
proposed change, resist it because they fear the result. Joined 
together, these two groups have frequently been able in the past 
to prevent worth-while changes for long periods of time. Nev
ertheless some notable improvements have been made and ad
ditional ones considered which taken together are capable of 
meeting most situations. Several of these remedies have al
ready been described and they need only be mentioned to make 
their application clear. 

Seller's Option.-One of the earliest changes made for this 
purpose was to give the seller the right to choose the day dur
ing the delivery month when delivery is to be made. Thus a 
period of a month is provided during which the seller, if he be 
short of the commoqity, may make definite plans for fulfill
ment. This would appear to be adequate, yet as we have seen 
it is not uncommon for short sellers to make no provision what
ever for actual delivery right up to the last day. The seller is 
also given the right to select among the deliverable grades the 
particular grade or grades he wishes to tender. 

A Number of Grades Deliverable.-Future contracts have 
been made multi-grade in form mainly for the purpose of add
ing to the volume of deliverable supplies. Certainly this fea-
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ture aids greatly in preventing corners or attempted corners 
and in so doing minimizes uncertainty regarding the possibility 
of delivery. 

Rules Prohibiting Corners and M anipulation.-All of the im
portant exchanges now have definite rules prohibiting its mem
bers from engaging in tactics designed to manipulate prices or 
to corner the market. But these rules are no stronger than their 
enforcement. Intent, too, is difficult of proof with the result 
that a mild rebuke is all too frequently substituted for worth
while punishment. 

Governmental and Exchange Supervision of Elevators, 
Grading, etc.-The conditions under which tenders are to be 
made, including the sampling, grading and weighing of the 
commodity, its condition and position with reference to the 
storage or elevator company, have all been improved and stand
ardized partIy under the direction of the exchange and partly 
through State and Federal supervision thus tending to mini
mize uncertainty in these details. 

Track Delivery.-Some of the exchanges, and notably grain, 
have made provision in recent years for delivery of railroad re
ceipts upon future contracts representing grain in cars. This 
is in addition to the usual delivery by warehouse receipt. The 
railroad receipt must be accompanied by a certificate of grade. 
This alternative is usually permitted only during the last three 
days of the delivery month and is designed to afford an addi
tional outlet to those having the necessary supplies to meet their 
contracts but unable to place it in store in a regular warehouse 
and secure a receipt in time for delivery. It is not altogether 
satisCactory, however, as it sometimes results in a movement 
of grain of border-line quality out of private store into cars 
adding to the congestion in the local shipping yards and in
creasing the general uncertainty attending delivery. 

Time Allowance for Delivery.-One of the proposals to im~ 
prove the delivery situation is that of giving the seller a period 
of time in which to acquire his supplies following the close of 
trading in the current future. The rules of many of the com-



320 FUTURE TRADING 

modity e](changes provide that the seller shall serve notice of 
delivery on the buyer several days before the warehouse re
ceipt is ll.ctually tendered. For cotion this period is 5 business 
days. But notice cannot be served without the seller first hav
ing obtained the actual commodity so that the effect of this re
quirement so far asa possible squeeze is concerned is simply to 
move forward the probable date a few days. 

If greater latitude in time is to be allowed the seller, it must 
be in the form of a period of time following the close of trad
ing in the current future during which he can acquire supplies 
needed on his contracts. As an example the rules might pro
vide that trading is to cease in the current future on the fifteenth 
of each delivery month but that actual delivery may continue 
until the last business day of the month. Contracts open at the 
close of trading on the fifteenth would then of necessity have 
to be fulfilled by actual delivery. 

The advantage of this plan would be to remove from the 
minds of those short in the current future the hope that prices 
will decline so that they may buy in their contracts at a profit. 
Knowing that ample time is allowed following the last day of 
trading for the short interest to acquire the necessary supplies, 
there would also be less incentive for speculative longs to re
main open as a threat of demanding delivery. Instead of the 
possibility of a clash for price advantage between the shorts 
and the longs rendering the current market sensitive and at 
times erratic, most of this open interest would be closed out or 
shifted to more distant months leaving only those interested in 
either making or taking actual delivery. 

The opposition to this proposal comes from traders and 
brokers who feel that it would decrease their business profits. 
Fluctuations in price is the life of trading and to lessen this ele
ment of uncertainty would eliminate a source of possible profit 
( or loss) to scalpers and short-time speculators as well as CQm
missions to brokers. Such an argument is decidedly weak, how
ever, when the interests of the trade as a whole are considered. 
This proposal is not new to the grain trade nor to the cotton 
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trade but, with the exception of a brief period in 1925-26 upon 
the N ew York Cotton Exchange, it has not been able to com
mand sufficient votes for adoption. 

Maintain II Minimum Deliverable Supply.-Another possible 
solution to this problem is to collectively maintain at least a 
minimum amount of the commodity available for each deliv
ery month. Such a plan to be successful would need to be un
der the direction of the exchange and would need the support 
of the entire market. It would involve considerable expense in 
excess of supplies privately carried forward just as a gold re
serve carried as a basis of credit expansion involves expense. 
But if it resulted in added confidence in trading and prevented 
the temporary running up of prices during delivery months it 
might be worth the cost. Certainly it would not be advisable 
until other alternatives had proven ineffective. 

Outside Delivery.-It occasionally happens that in the course 
of time established exchanges get out of the principal channel 
of shipment of the commodity traded in while continuing as 
important future markets. This is the case with the New 
York Cotton Exchange for cotton and to some extent with the 
Chicago Board of Trade for wheat. They continue, however, 
as important future markets because of credit facilities, trad
ing facilities and an established clientele. Sometimes, too, fu
ture trading is initially undertaken in a commodity when it is 
known in advance that the location of the exchange is not at a 
natural point of shipment 'or reshipment. Where conditions of 
this kind prevail, the best solution is to trade in a contract pro
viding delivery at some outside point or points definitely located 
in the channel of shipment. Thus the Chicago Board of Trade 
maintains a future market in cotton in which delivery is pro
vided for at Houston or Galveston, the New Orleans Cotton 
Exchange provides for delivery at Houston and Galveston as 
well as at New Orleans, the Winnipeg Grain Exchange bases 
its trading on delivery at Fort William or Port Arthur, the 
New York Produce Exchange for grain upon delivery at Buf
falo. 
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By faT the most important example of outside delivery 
among commodity exchanges of this country is that of the New 
York Cotton Exchange. Effective January 2, 1929, the future 
contract of this exchange was broadened to include as delivery 
points not only N ew York but also Norfolk, Charleston, Gal
veston, Houston, Savannah, Mobile and New Orleans. As first 
arranged an allowance was made to the buyer of 35 points for 
delivery at any point other than N ew York but this differential 
was later removed,6 so that the seller may now choose any of 
the 8 markets for delivery at the contract price. While it is too 
early as yet to measure the full effect of these changes it is 
probable that deliveries at N ew York will be negligible and that 
they will be distributed among the various Southern points in 
accordance with variations in supplies from season to season 
and from year to year. It is also too early to measure the full 
effect of this change upon relative future prices. It should re
move in large measure any threat of squeeze or comer and in 
so doing prevent the possibility of any pronounced manipula
tion. It is possible, however, that the uncertainty to the buyer 
of the specific point of delivery together with the possibility of 
receiving portions of the same contract (in units of 100 bales) 
at several different points may at times occasion some minor 
price adjustments. . 

5. SUMMARY 

The problem of assuming an. adequate deliverable supply 
upon future contracts is one of vital importance to the proper 
maintenance of future trading. If available supplies are inade
quate during a delivery month, or threaten to be inadequate 
prior to a delivery month, this factor immediately reflects itself 
in maladjustments in price. Or if the condition or position of 
supplies is undesirable this, too, will be translated into price. 
Some of the factors causing uncertainty in the conditions of de
livery are natural in origin while others are artificial. In either 

• Amendment passed on Feb. 26, 1930, the first future to be traded in on 
the new basis being the 1930 October. 
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event they are capable of having a very undesirable effect, in 
extreme cases developing into market "squeezes" or comers, to 
the detriment of some and to the advantage of others. 

The solution of this problem is, of course, to provide ample 
facilities to the seller to fulfill his contracts. These usually in
clude seller's option of the exact day of delivery and of the 
grade to be delivered, a provision allowing delivery of any 
one of a number of grades, rules prohibiting manipulation or 
corners, supervision of the conditions of delivery including 
track delivery, a time allowance for delivery after trading 
closes in the current future, and delivery at points outside the 
market where trading is maintained. All of these provisions are 
designed to assure to the seller an adequate available supply and 
to the extent that they do so they remove this one important 
element as a factor influencing prices. 



CHAPTER XVII 

MARKET OPERATIONS AND THEIR RELATION 
TO FUTURE PRICES 

1. SOME GENERAL ASPECTS OF TRADING AND PRICE 

Problems in economics are usually concerned with price: its 
causes, its effects, and its relation to human endeavor. In seek
ing for causal relationships, however, it usually happens that 
there are several and that they are themselves interrelated. Fre
quently there are sequences of causes and the question arises, 
which of these is to be regarded as the most efficient? This 
question is particularly pertinent in a study of commodity 
prices. The price of cotton, on the surface at least, represents 
the point of equilibrium between the bids and offers of those 
actively in the market. Yet it is only the most superficial who 
would regard the activities of buyers and sellers as the efficient 
or fundamental determinant of cotton prices. Some would go 
so far as to say that traders are mere mouthpieces and that the 
real causes lie in the factors making up the supply and demand 
for cotton. There are strata, however, among these underlying 
causes. Are prices low because of a large supply, a declining 
demand or both? Or are they low because weather conditions 
have been favorable? Or because the purchasing power of the 
ultimate consumer has declined? Purchasing power is an im
portant element in determining demand as weather is in deter
mining supply. Perhaps the cause of causes is to be found in 
the elements controlling the weather or in the elements causing 
variations in purchasing power. It should be clear that the an
swer to the question, what is the cause or group of causes un
derlying a given price stru~ture, depends upon the number of 
steps the analysis is carried. 

In the present chapter we will be concerned with the market 
operations of traders: a factor or cause which is immediate 

324 
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rather than underlying in its effect upon prices. The market op
erations of traders constitute the balance wheel rather than the 
mainspring of commodity prices. We have at an earlier point 
touched upon the importance of the market in the determina
tion of prices. It is the channel through which all factors must 
pass in order to register themselves in terms of price. If this 
part of the process functions effectively, the resulting price and 
the course of prices will be as accurate as the information cur
rently acquired will warrant. If it does not function effectively, 
if the information currently passing through the market is un
duly minimized or magnified or distorted, then the market op
erations of traders will mount in relative importance and the 
underlying factors will occupy a less important position. 

Supply of Futures Indefinite.-A fact that should be recog
nized at the outset is that the quantity of futures available for 
purchase and sale is an indefinite amount. In this respect fu
tures differ in degree at least from other media of trade. In 
buying or selling coal or apples or real estate, for example, deal
ers know, at least in a general way, the size of the existing and 
the potential supply. The volume of trade which can be car
ried on in these articles is limited by the available supply and 
the rapidity of turnover. It is true that by increasing the turn
over the volume of trading will be correspondingly increased 
but the extent to which this can be done is limited by the physi
cal and financial requirements of the trade. 

In contrast to the usual media of trade, future contracts can 
be multiplied to almost any amount. Being rights to the com
modity specified rather than the commodity itself and not usu
ally requiring either the buyer or the seller at the time of con
tracting to make any provision for delivery, trading becomes 
simply a matter of setting up agreements in which one side as
sumesa long position and the other a short. Some of these con
tracts are closed five minutes after they are made to be replaced 
perhaps by other interests entering the market. Some are car
ried forward for longer periods of time and, as the month of 
delivery is approached, shifted to more distant futures. 
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In Table 23 there is shown the volume of trading in wheat 
futures upon the Chicago Board of Trade for the 6 crop years 
1924-25 through 1929-30. There is also shown the average vol
ume of open contracts carried forward in wheat futures. These 
two series are shown in contrast to the receipts of wheat at the 
principal markets of the United States and the volume of wheat 
carried forward in the United States visible supply. While the 

TABLE 23.-TBE VOLUME OF TRADING AND THE OPEN COMMITMENTS IN 

WHEAT FUTURES UPON THE CHICAGO BOARD OF TRADE COMPARED 

WITH THE RECEIPTS AND VISIBLE SUPPLY OF WHEAT AT 

PRINCIPAL MARKETS, FOR 6 CROP YEARS, 1924-1929.· 

(In thousands of bushels, i.e., 000 omitted) 

Wheat rutures Wheat 

Crop Year 
(Chicago Board of Trade) (United States) 

beginning Open Receipts at 
July 1 Volume of commit- principal Visible 

trading ments" markets supplyt 

1924 16,587,110 105,478 513,541 66,489 
1925 15,869,025 99,693 355,112 37,095 
1926 10,619,503 88,919 400,845 51,021 
1927 9,203,164 86,633 491,717 65,800 
1928 9,907,610 120,675 529,235 106,819 
1929 16,598,849 183,297 425,394 156,297 

• Data on wheat futures from U. S. Dept. of Agr., stat. bull. No. 31, Wheal 
Futures; receipts at principal markets from Howard, Bartels & Co., "Red 
Book" ,. visible supply from Chicago Board of Trade, Annual RefJ6rls. 

4o4o Average of commitments open on the first of each month. 
t Average of visible supplies on or about the first of each month. 

comparison here is by no means a perfect one, it shows clearly 
enough that the volume of trading in wheat futures is in no 
way limited by the amount of wheat passing through the im
portant marketing centers nor by the current supply of wheat 
at these markets. It is many times larger than the receipts; and 
if one were to multiply the latter by 5 on the assumption that 
cash grain passed through as many hands as that (which is 
probably in excess of the facts), the volume of future trading 
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would still materially exceed the cash business. In particular, it 
should be observed that increases and decreases in future trad
ing from year to year are in marked variance to the increases 
and decreases in receipts. 

Some agreement is shown in Table 23 between the open 
commitments in futures and the visible supply, though the 
former is somewhat larger. The volume of future contracts 
carried forward is determined to a considerable measure by the 
hedges placed by cash grain interests and these hedges vary 
with the supply of grain in commercial channels.1 But here 
again the relationship is not close and need not be since com
mitments can be and are freely set up at all times for specula
tive account and in no way grow out of the needs of hedgers. 

Margin Requirements in Relation to Volume of Futures.
The only practical restriction to the volume of future trading 
or to the market positions which traders may assume is the 
limitation of funds necessary for margins. This fact has an im
portant bearing upon the possible influence which trading op
erations in futures may have upon prices. There being practical
ly no physical limitation to the rapidity or to the extent to which 
purchases or sales may be made, trading can degenerate into a 
show of financial strength and nerve. If by circumstance one 
side can claim the support of one or more interests having trad
ing assets in the millions while the other side does not have this 
support, it is likely that prices will move for the time being in 
response to the financially stronger interests. Those on the 
weaker side may have ample evidence to support their views 
but after they have matched the larger traders' position to the 
limit of their financial strength, and bids or offers continue to 
pour in, prices are certain to move and will continue to move 
until they reach a level where additional support or opposition 
is encountered. 

The lack of limits to physical trading in futures makes pos
sible at times a measure of public participation abnormally 
large. In situations of this kind, nerve (or foolhardiness) to

I See Chapter XX below, Section 6 on the extent of hedging. 
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gether with financial strength become the limiting factors. At
tracted by a prolonged upward movement in price and the pros
pect of unusual profits. an increasing number of traders are 
drawn into the market. Basic evidence. again. may point to 
lower prices but so long as enthusiasm mounts and buying sup
port grows prices are likely to advance. When and as this pub
lic enthusiasm wanes. or financial support becomes inadequate. 
a radical readjustment is certain to follow. A market of this 
character in which an enormous buying power was built up oc
curred in wheat futures during the latter months of 1924 and 
the early months of 1925. Prices ultimately exceeded $2.00 per 
bushel in the latter part of January. 1925. to collapse in early 
March to a figure below $1.40. 

Price Variations in Relation to the Volume of Futures.
Whether those actively or passively interested in the market 
speculate to the limit of their financial capacity' depends largely 
upon the market movements in price. Fluctuations in price are 
the life of trade. Profits are not possible for the speculator un
less prices either move up or down. and the wider the range of 
movement the greater the possible profit. This is a fact which 
every speculator recognizes and is eager to take advantage of. 
As we have seen. the important agricultural commodities in 
which future trading is maintained include important natural 
factors which from time to time cause large variations in price. 
These major cycles include many intermediate or minor ones 
and these in turn are accompanied by innumerable day-to-day 
and intra-day variations. To what extent the trade in futures 
built up by these price movements is of itself a factor in either 
limiting or increasing their magnitude we will need to consider 
presently. The point to be noted here is that the two are closely 
and directly ,related. 

Figure 39 illustrates this relationship. It is a comparison of 
the fluctuations in the volume of future trading in wheat upon 
the Chicago Board of Trade with the fluctuations in wheat 
future prices. The average daily volume of trading for each 
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month and the average daily range in price2 for each month 
are shown as relatives of their mean for the 6-year period. The 
degree of variation in price can be easily compared with the de
gree of variation in trading, the two series being reduced to a 
common base. It will be readily seen that the general courses of 
the two series correspond. Months during which the daily range 
in price was large were also months in which the volume of 
trading was large; and periods of small daily price range were 
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FIG. J9.-A comparison of the fluctuations in the volume of future trading 
in wheat with the fluctuations in wheat future prices, Chicago 

Board of Trade, by months, for 6 years, 1924-1929. 

also periods of small volume of trading. The correspondence is 
not complete. due in part to the fact that the cumulative rela
tion between a succession of upward or downward ranges in 
price and the volume of trading is not fully brought out. It is 
sufficiently close. however. to demonstrate the dependence of 
trading upon price fluctuations. 

Importance of the Manner of Trading.-Be~ore taking up 

·Using the future each month in which trading interest is usually cen
tered. For December, January, February, March and April of each year the 
May future price range was used; for May and June, the July future; 
for July and August, the Septemb~r future and for September, October 
and November, the December future. 



330 FUTURE TRADING 

certain specific aspects of trading in their relation to price, 
one further qualification should be noted. It is sometimes said 
by critics, of exchanges that the enormous trade in futures has 
of itself a pronounced effect upon prices. Most frequently this 
criticism eminates from agricultural interests in which the ill 
effects of short selling are emphasized. While trading may have 
an effect upon prices, this is not due to the trades as such, but 
rather to the manner of trading. For every purchase there is of 
necessity an equal and opposite sale. This being the case it fol
lows that purchases and sales must at all times be in absolute 
balance. 

It is the way in which these trades are executed that is the 
important consideration. While this fact is obvious it is sur
prising how often it is overlooked or misunderstood. If the 
daily volume of trading has increased from 25,000,000 bushels 
to 50,000,000 bushels there is no more reason to believe that the 
price has advanced than that it has declined. There has proba
bly been a <:bange in price but whether upward or downward 
depends upon the initiative or caution of traders, the sources 
from which orders appear to be coming and the financial 
strength of the various interests, these trading elements being 
in turn determined in large measure by the more important 
basic cash trade factors. Likewise the volume of customers' 
open contracts carried forward on the books of brokers may 
be large or small but this fact of itself is not necessarily a 
cause of price movements. If in being built up to large propor
tions an element of group psychology is introduced which ren
ders the market unduly sensitive, or if in declining to very 
small proportions the narrowness of the market makes it sub
ject to uncertain changes in price, then it is accurate to state 
that the size of the market makes possible and in this indirect 
way has an adverse effect upon the price structure. But before 
the size of the market as such can be thought of as causal it 
must be shown that the elements contributing to price insta
bility are inherent in a broad or a narrow market. 
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2. INDIVIDUAL TRADING FACTORS IN THEIR RELATION 

TO PluCE 

The Influence of Rumors and "Gossip."-One of the factors 
most frequently mentioned in its effect upon trading activity 
and price is that of ill-founded market news. Since we are con
cerned here with factors identified purely with trading activity, 
we may assume that the routine reporting of significant market 
events does no more than pass along this information so that 
its full force may be freely expressed in the price. In this case 
the event itself rather than the news of the event is the sig
nificant cause. But not infrequently it happens that in passing 
information along its original identity is lost or the item may 
be enlarged upon or perhaps unduly abbreviated to such a de
gree that it assumes a different significance. To the extent that 
this is the case and the information is lacking in accuracy, the 
news of itself through the market reporting machinery becomes 
a price factor. 

Commission houses derive their income mainly from their 
customers' patronage. Times are prosperous when the market 
is moving and with many intermediate variations in price. It is 
perhaps but human at such times to hope for a continuation and 
to eagerly pass along information lending color to the market. 
When times are dull the search for evidence indicative of a 
significant change is even more intense. In this process the 
harmful as well as the helpful in news is frequently circulated. 

Among the larger firms solicitors are employed, their posi
tions being contingent either directly or indirectly upon the busi
ness brought to the firm. Their knowledge of the grain trade or 
of the cotton trade does not usually extend beyond a few 
"leads" concerning the technical condition of the market, what 
some star customer of this or another firm is supposed to be 
doing, and an opinion regarding the next market movemen~ 
It is here that the very latest "information" is to be had and 
unfortunately all too frequently it forms the basis of customer 
buying and selling. Pit brokers help along this process by guess-
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ing, through th~ usual association of broker, commission house 
and customer, who the principal buyers and sellers are. News 
gathering agencies and private wire systems serve as collectors 
and broadcasters. 

It is unnecessary here to review in detail the sort of material 
that is currently offered under this heading. A few samples 
were quoted in an earlier chapter (p. 129) in outlining the 
market facilities for future trading. Most of the daily news
papers include a column under the title of "News from the 
Pit" or "What the Brokers Say" which is fairly representative 
at least of the better strata of trade gossip. To what extent 
this material is inaccurate or is misleading due to an overem
phasis of certain types of information to the exclusion of other 
types it is difficult to say. Were it possible to sort out the ac
curate from the inaccurate the question of the extent to which 
the inaccurate influences the judgment of traders still remains. 
That such material has some market influence, particularly in 
periods of high and uncertain prices, is undoubtedly a fact. For 
this reason it places upon the exchanges particularly, but also 
upon news gathering and distributing agencies, a very real and 
continuing obligation to currently supervise and censure the 
distribution of trade news. In this there is much that could 
be done. 

The Influence of Large-Scale Trading.-We have em
phasized the point that if prices are affected by trading activity 
it is due to the manner of trading rather than simply to the 
transactions as such. The work of the Grain Futures Adminis
tration of the United States Department of AgricultureS has 
thrown some light upon the question of whether the trading 
methods of particular types of traders in any way affect the 
course of prices. The results of some of their studies will be 
summarized at this point. They are not entirely conclusive 

I The Grain Futures Act, was passed by Congress in 1922 granting au
thority to the Secretary of Agriculture to inquire into the nature of the 
trading upon grain future exchanges and to regulate these exchanges with 
respect to certain types of undesirable practice. See Chapter XVIII, Gov
ernmental Regulation 0/ Exchanges. 
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since they rest upon evidence collected over a comparatively 
short period of time, but their conclusions are drawn from an 
examination of actual trading operations and in this respect 
bear greater weight than conclusions of students in earlier 
years who from force of circumstance had to depend largely 
upon deductive reasoning. 

In Figure 40 there is shown the combined net position in 
wheat futures of 5 leading speculators for a period of eight 
months, April 30 to December 31, 1926. These 5 traders in
clude all of the individual speculators having a position of 
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FIG. 4O.-The combined position in wheat futures of 5 leading speculators, 
compared with the price of wheat futures, Chicago Board of Trade, by 
days, for the period April 30-December 31, 19Z6.-From U. S. Dept. of Agr. 
Tech. Bull. No. 79. 

2,000,000 bushels or more at any time during this period in one 
or more wheat futures on the Chicago Board of Trade. They 
were, therefore, the speculative giants of this period judged 
purely by the standard of market position. What relation their 
trading bore to the course of future prices may be seen by 
reference to the price curve in which the principal futures 
during this period were used. In general as the traders in
creased their long position in the market or covered their short 
position the price advanced, and as they liquidated their long 
position or sold short the market declined. 

A close inspection of Figure 40 will show a considerable 
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measure of 'correspondence between price and market position 
by individual days and particularly for days during which a 
large change in market position and price occurred. The rela
tionship shown between the two series is by no means a perfect 
one. Some error is introduced by the fact that the data of trad
ing operations are not as complete as might be desired. Im
portant changes in positions at times grow out of transactions 
in grain privileges,-a market closely related to futures and 
over which the Grain Futures Administration does not exercise 
jurisdiction. Furthermore, aside from imperfections in the 
data, it is hardly to be expected that for every day of im
portant price change the leading traders would also correspond
ingly change their position, nor would one expect that for every 
important change in the position of the traders the level of 
prices would correspondingly change. 

In Table 24 the combined net trades of the leading specula
tors4 have been brought together in the form of a cumulative 
frequency table in which the trades are classified according to 
their size and whether or not, as net purchases or sales, they 
were accompanied by corresponding advances or declines in 
price. It will be seen that the larger the net trades the more cer
tain it is that the price that day will move in the same direc
tion: if a purchase, upward, if a sale downward. For the entire 
group of 374 trades, 257 or 69 per cent show a positive concur
rence with the net changes in price. Above the 2,000,000 bushel 
level, price and net trades move concurrently in 82 per cent of 
the cases. Above the 7,000,000 bushel level the correspondence 
is 100 per cent though it should be noted net trades of this size 
are few in number. 

That there is something more than just a casual relationship 
between the price and large-scale trading shown in Figure 40 
and in Table 24 can hardly be doubted. Similar studies for 
other periods by the Grain Futures Administration show simi-

• For the periods JaIL 2 to Apr. 15; 1925 and Apr. 18, 1925 to May 29, 
1926, the trades of the largest 8 were used. For the period June 1 to Dec. 
31, 1926, the 5 largest were used. 



MARKET OPERATIONS 335 

. lar results in which the closeness of the relationship is in 
general proportional to the size of the large-trader operations.
However. granting the accuracy of this relationship, it still 
remains to be shown that the large-scale trading causes the 
price movements. Perhaps the price movements cause the trad
ing or perhaps both are caused by some third factor. 

TABLB 24.-NUKBER OF DAYS ON WruCK THE NET OF INDlVlDUAL PURCHASES 
AND SALES OF 500,000 BUSHELS OR OVER AND THE FUTUEE PlucE 

MOVED IN THE SAME DIRECTION, FOR WHEAT, FOR LEADING 
SPECULATORS, ALL FUTURES· COMBINED, FROM 

JANUARY 2, 1925, TO DECEMBER 31, 1926. 
(From U. S. Department of Agriculture Tech. Bull. No. 79.) 

Number of days when price and net of pur-
chases and sales moved in same direction 

Net of purchases . 
Number and sales Apr. 18. June 1 Total 

(bushels) of days Jan.2to 1925 to to 
Apr. 15, May 29. Dec. 31, 

1925 1926 1926 Number Percent 

500,000 or over 374 37 156 64 257 69 
1,000,000 or over 251 26 119 44 189 75 
2,000.000 or over 125 17 62 24 103 82 
3,000,000 or over 64 11 31 13 55 86 
4,000,000 or over 38 'I 19 8 34 89 
5,000,000 or over 23 4 12 5 21 91 
6,000,000 or over 11 - 8 2 10 91 
7,000,000 or over 5 - 4 1 5 100 
8,000,000 or over 3 - 3 - 3 100 
9,000,000 or over 1 - 1 - 1 100 

• For the study covering the period Jan. 2 to Apr. 18, 1925, only the 1925 
May future was used. For this particular period of the year, however. practi
cally all of the large individual trades were in the May future. 

To answer this question additional evidence is needed. This 
is to be found in an examination of the individual trades and 

• See Fluctuations in Wheal Futures, Sen. Doc. 135, 69th Cong., 1st Sess., 
1926; Speculative Transactions in the 1926 May Wheat Future, Dept. Bull. 
1479,1927; Major Transactions tn the 1926 December Wheat Future, Tech. 
Bull. 79, 1928; Reports by Members of Grain Futures Exchanges, Sen. Doc. 
264, 70th Cong., 2nd Sess.. 1929. 
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trading methods of these speculative leaders. The problem can 
best be approached by asking: . do these speculators trade in 
anticipation of day-to-day changes in price? For example, in 
Figure 40 the September future advanced in price 2~ cents 
from the close on June 4 to the close on June 5, while the up
ward change in the net position of the speculators from the close 
on June 4 to the close on June 5 amounted to approximately 
6,000,000 bushels. One week later on June 12 the price declined 
1 ~ cents and the net sales of this group amounted to 2,255,000. 
On June 25, the price declined 174 cents and net sales of ap
proximately 5,000,000 occurred. One week later, July I, the 
price advanced 2 cents and net purchases amounting to 
2,200,000 bushels were made. These were days of fairly large 
net change in price and trading position. For the entire period 
of 202 trading days, there were in all 31 days in which the price 
changed to a net amount of 2 cents or more and on 24 of these 
31 d~ys the net trading moved in the same direction as the 
prices. 

The question is: did these 5 leading speculators foresee that 
the market was going to advance or decline from day to day 
with the degree of skill shown? In particular were they able 
to select out the days of unusual price movement with still 
greater skill and trade on those days to unusually large 
amounts? The answer to these questions is evident. No in
dividual, however keen his insight, could average so high in 
forecasting these minor changes in price. Figure 41 is repro
duced from this same report of the Grain Futures Administra
tion showing the separate market positions of these 5 leading 
traders during this period. Considered individually these trad
ers do not reveal unusual insight into probable price movements 
and there was certainly very little agreement among the 5 re
garding the course of prices each day. One would have to as
sume, using the price forecasting theory, that the power of 
prophecy was in some way passed about from day to day from 
one speculator to another in as much as their positions when 
combined supplement each other in correlating with the price. 
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II then day-to-day changes are not foreseen by the leading 
traders, it must be that prices move as a result of trading 
operations or through the force of some third factor which 
affects both the price and the large-scale trading. This third 
factor must necessarily be the influence of the market news 
each day. It is probable that these day-to-day movements in 
price are a product of both the large-scale trading as such and 
the important news of the day reflected th!ough the trading of 
the market as a whole. On certain days an examination of the 
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FIG. 41.-The net position, all wheat futures combined, of each of 5 leading 
speculators, Chicago Board of Trade, by days, for the period April 30-
December 31, 1926.-From U. S. Dept. of Agr; Bull. No. 79. 

principal news items will serve satisfactorily to account for 
the trend of the market upward or downward that day, and 
it is possible that one or more leading speculators traded that 
day either in response to the movement in price or in anticipa
tion of it. But there are many times, as anyone at all familiar 
with stock or commodity markets well knows, when the news 
of the day does not supply an adequate explanation of the 
course of prices.tI On such days the market operations of trad-

• Weaver, A. J., The O"ganization and Dissemination of MMket News in 
the Groin T"ade, a doctoral thesis, Univ. of Chicago, 1928. 
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ers per se 'mount in relative importance as a cause of price 
changes. 

Figure 40 illustrates the type of period in which trading 
operations as such are most likely to be of importance. The 
pre(:eding year, 1925, had been one of high and erratic wheat 
prices with a large public participation. With the rapid decline 
in prices, public participation disappeared to leave the market 
largely professional in character. At such times there are in
variably many false starts staged for the purpose of attracting 
a public following but with poor results. In such a market any' 
pronounced buying or selling will find little opposition with the 
result that prices respond promptly and freely. The point 
should be emphasized here again that the physical limits to 
which purchases or sales of futures can be carried are very 
indefinite so that as million after million is bid for or offered, 
opposition weakens and prices move in response. 

The Influence of the uGeneral Public."-A factor fre
quently mentioned in connection with organized markets is 
that of public participation . .Just what constitutes the so-called 
"public" is not often clearly defined but it usually re,fers to in
dividuals having three essential characteristics: (1) they trade 
only occasionally and are therefore not professionals, (2) they 
cannot afford to trade beyond small or moderate amounts and 
(3) they are bullish, i.e., hope prices will advance. This un
certain body of traders comes into greatest prominence during 
periods of rapidly rising prices. Each added advance adds new 
converts to the long side as well as permitting those having a 
profit to carry a larger line. In time, prices are carried to ex
tremes, new capital is not forthcoming in sufficient quantities 
to maintain confidence and those already in the market have 
spread their capital over too wide an area in view of the high 
level of prices. A recession in price is all that remains to com
plete the cycle and once under way, liquidation will assure a 
complete collapse. 

This is the usual theory of public participation in the market 
and as such its influence is to drive prices too high during the 
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boom to later decline to abnormally low levels. The winter of 
1924-25 was a period in wheat futures in which most of these 
characteristics were manifest. But it is not a proven fact that 
those constituting the public act in this fashion at any time ex
cept those of extreme excitement. On the contrary in markets 
of moderate trading this group taken as a whole are more likely 
to be sellers than buyers as prices advance and they are more 
likely to be buyers than sellers as prices decline. This is con-
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FIG. 42.-The combined position in wheat futures of the customers of 15 
clearing firms, compared with the price of wheat futures, Chicago Board 
of Trade, by days, for the period April 30-December 31, 19Z6.-From U. S. 
Dept. of Agr. Tech. BulL No, 79. 

trary to the general belief that the public buys as prices ad
vance, overstays the market and is forced to sell as prices de-' 
cline. Some do act in this fashion but there is a larger group 
who do just the opposite so that taking the public as a whole 
they tend to liquidate their position as prices advance and. to 
reinstate as they decline. 

This fact is clearly shown in Figure 42 where the combined 
market position of the customers of 15 clearing firms of the 
Chicago Board of Trade is shown in contrast to the course of 
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prices and t6 the position of a group of 42 leading speculators. 
The customers of these fifteen firms were known to be small 
or medium..:sized traders and representative of the speculative 
public group. It will be readily seen that their market position 
moved inversely to the course of prices throughout the period 
shown and inversely also to the course of trading of the group 
of leading speculators. Some evidence similar to this with ref
erence to the public's trading is also to be found in the buying 
and selling of stocks,-purchases being made during recessions 
not by the wealthy but by people of very moderate means and 
liquidation by this latter group taking place as prices advance.7 

Just why this should be the case is difficult to say. A possible 
explanation may be that, in temporary advances, selling occurs 
in the belief that the positions can be reinstated shortly at better 
figures; and as prices decline purchases are made believing that 
the "break" has run its course. In any event it seems apparent 
that except in periods of market excitement this trading is in
fluenced by the fluctuations in price rather than being an in
fluence upon price. 

The Influence of Hedging and Arbitraging Operations.
Hedgers, consisting of mills, merchants, shippers and elevator 
companies, buy or sell futures as their cash commitments re
quire. While it is frequently necessary for them to build up 
large positions in the future market, these positions are as a 
rule gradually acquired and. therefore, do not involve any sud
den or large trading. It is generally believed that if their fu
ture operations as such affect prices they do so in exerting a 
broad pressure upon the market during the period when hedg
ing operations are heaviest. This varies considerably between 
the various hedging interests and from year to year. In a 
season, for example, in which the crop moves forward freely 
at harvest time and forward orders are small, hedges in the 
form of future sales reach large proportions. This, in fact, is 
the usual situation in grain in the hands of the larger eleva-

• Cf. Meeker, J. E., Distribution of Secul'ities thl'ough the Stock Mal'ket, 
pub. by the New York Stock Exchange. 
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tors.- For the larger flour mills, the seasonal needs of hedging 
vary more widely; the volume of their forward business de
termining as a rule whether it will be necessary for them to go 
long of the future market or short. Substantially the same
situation prevails for the large cotton merchants. 

To what extent this concentration of hedge requirements is 
of itself a price factor is difficult to determine. Frequent refer
ence is found in the news to the "absorbing of hedges" or to 
the "pressure of hedges." There are doubtless times when the 
influence of hedging is felt but there are also many other times 
when the term "hedge pressure" serves only as a guise for the 
real cause of price movement. The findings of the Grain Futures 
Administration do not as yet show any very conclusive evidence 
that this factor is of importance. Nor should one judge its in
fluence by cash premiums and discounts since these are funda
mentally a result of the costs of carrying the actual commodity 
forward. 

Belonging to this same general field are the arbitrage opera
tions of merchant interests and speculators. The theory upon 
which arbitragers are supposed to operate is that as prices be
tween markets or between futures or between the cash com
modity and the future get out of line they will buy that which 
is relatively too low in price and sell that which is relatively 
too high, an operation which in its effect should tend to bring 
the two prices back to their normal alignment. Here again the 
evidence is meager. Provided ample latitude is granted in de
fining the "normal" relationship, a fairly strong case can be 
made for this effect. But as a rule it is difficult to know what 
is the normal at any particular time. To an arbitrager the nor
mal is usually the spread or difference most likely to develop. 
Thus, if on February 1, it is believed that March cotton is 
likely to rise relative to the May due to temporarily scarCf: de
liverable supplies, the arbitrager will buy the March and sell 
the May and thus hasten the squeeze along. A series of straddle 
operations of this type were in fact carried out in cotton dur-

• See Figure 46, p. 415. 
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ing the first' half of 1926 upon the New York Cotton Ex
change.· Granting the presence of ample deliverable supplies, 
however, there can be little doubt that the influence of arbi
traging both as a potential and as an active force is to permit 
prices to more nearly reflect a normal parity based upon the cost 
of handling, shipping or holding the commodity. 

The Influence of Scalping Operations.-Mention should also 
be made of the pos.sible market influence of the scalping group. 
Their operations when true to type constitute round transac
tions within the limits of a trading day: if they go short of the 
market, then their position is covered before the close; if they 
go long, then it is liquidated before the close. If then their 
trading of itself is to have any influence upon prices it must 
grow out of the manner in which they trade either as in
dividuals or as a group. There is little evidence available to 
throw light on this aspect of their operations. One would need 
to have an a,ccurate timing of their trades and the prices in
volved both as individuals and as a group during the course of 
a considerable number of days in order to obtain any con
clusive evidence upon their market influence. Were such a rec
ord made, it might be found that they tend to throw the weight 
of their trading 'lUith the minor intra-day movements in price 
with the result that the daily range in price is somewhat greater 
because of their trading. It is generally believed that because 
they even their positions before the close each day that the net 
effect of their trading upon the level of each day's price is 
relatively small. This may not, however, be true. 

Other Technical Factors Affecting Price.-Organized com
modity markets in common with organized stock markets are 
subject to many technical trading conditions which are minor 
factors in determining the precise price at which trades are 
made. Apparent market activity can be created, for example, 
by means of so-called wash sales or matched orders. Wash sales 
consist of trades made by two brokers in the pit in which it is 

• Cf. Hearings before a Sub-committee of the U. S. Senate Committee on 
Agriculture, 70th Cong., 1st Sess., entitled Cotton prices, Parts I, II, III. 
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understood between them that the trades are not to serve as 
the basis of measuring profits but only to stimulate interest. 
If they are long, for example, one might bid and the other 
promptly sell to him and later under the cover of other trading 
(or privately) they might enter into counter transactions and 
the result of their operations stimulate price to their mutual 
advantage. By means of matched orders, substantially the same 
effect is accomplished by a single interest operating off of the 
floor but sending opposite orders simultaneously through dif
ferent brokers. While the various exchanges have strict rules 
prohibiting such fictitious trades, there is no practical means by 
which they may be detected. 

The types of orders used by traders at times have some 
market effect. It is the general belief, for example, that stop
loss orders if they accumulate in large quantities at times add 
to the extent of price movements. When uncovered, in the case 
of "selling stops," they tend to accentuate the downward 
movement and in the case of buying stpps to force prices up
ward more rapidly. Orders to buy or sell "at the opening" or 
"at the close" if there is a preponderance of one type may cause 
minor variations. Sometimes a large trader may place an order 
with a pit broker in whom he has confidence with instructions 
"do not force the market" or "sell, don't offer" or "buy don't 
bid" in which a skilled floor broker may materially aid his prin
cipal in profitably closing a position or favorably building up 
a position. 

There are many varieties 'of so-called accommodation trades 
which under a very liberal interpretation are contrary to the 
rules of every exchange. Suppose pit trader A is long 50 May 
wheat and pit trader B short 50 May on the first day of May 
and that both desire to continue their positions without taking 
or making delivery. As an accommodation to A, trader B might 
agree to buy from him 50 May at the current price with the 
understanding that this trade can be reversed at any time. The 
effect of this nominal trade is to place each trader in an ap
parently even position thus avoiding for A the likelihood of 
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delivery. Sometimes this sort of an operation is employed be
tween two clearing firms who are respectively long and short 
with the clearing house. Here the accommodation trade permits 
each to margin its position with the clearing house with much 
less capital. In the use of matched orders a customer may be 
long 500,000 bushels of July corn through firm K and short 
500,000 through' firm M. These two positions may be liqui
dated between the houses by firm K selling 500,000 July at 
some agreed figure to firm M. These accommodation trades 
are not made by open outcry in the pit and as such violate the 
rules of the exchange. They are common practice among firms 
and professional traders and tend to prevent the market from 
being an open and complete expression of the entire trading 
opinion. 

In this same general field belong s<H:aUed ((crossed orders." 
It not infrequently happens that a commission house will receive 
orders from two different customers one to buy and the other to 
sell for the same amount, price and future. The convenient thing 
for the house to do in a case of this sort is to let one customer 
sell to the other. Upon this matter the rules of the Chicago 
Board of Trade provide: "When a member has an order to 
buy and an order to sell the same commodity or security he 

:<j must offer such security or commodity at the unit of price 
..... higher than his bid before making a transaction with himself, 

if not already bid or offered, in which case he shall add to his 
name on his report, the words 'on order'." The import of this 
rule is that having offered to sell in the open market at an 
eighth better than the price asked by the customer and having 
failed to receive an acceptance, no injustice can be done to the 
seller by having him sell to the customer desiring to buy at that 
price. Just why the seller in this case is favored over the buyer 
is not clear. Where the rule is likely to break down in practice 
is in the actual offering in the pit at an eighth above the selling 
customer's offer. In the regular routine of executing orders a 
customer is fairly sure of an open execution at the market be-
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cause he can obtain the name of the broker to whom sold or 
from whom bought. But in crossed orders the same house 
serves in this double capacity and whether his order is given 
the benefit of the open market he has no possible way of know
ing. In view of this fact, the practice of crossing orders cannot 
easily be justified. It may be a saving of an eighth or a quarter 
to one or the other of the two customers, but in the long run 
they, together with everyone who benefits by an open public 
market, are the losers. 

It is but a short step from the practice of crossing orders to 
a practice much worse: that of acting as agent and principal in 
the same transaction. Firms or individuals who will stoop to 
this practice can be very ingenious in setting up accommoda
tion trades having the appearance of genuine executions. If the 
customer inquires to whom his trade was sold the books may 
disclose that the opposite party was the "Corn spread account" 
which upon further inquiry proves to be an account of the firm 
itself. If questioned further the firm may explain, ''We gave 
your order to pit broker M. Pit broker S executes our orders 
for 'Corn spread account' and neither knew they were at the 
time representing the same house since both brokers also handle 
orders for other firms." 

It is not unknown for a firm and more particularly a pit 
broker to act as both an agent and a principal in the same trans
action but in addition to scalp a profit of an eighth to a half of 
a point. The art of scalping orders may involve anyone of a 
number of plans of which the following is a comparatively 
simple type. Customer No. 42 places an order with Smith 
Brothers to "Sell 10 May wheat at 122}4 stop." The order is 
relayed to pit broker J. Later on in the day the market declines 

. to 122}4 at which price J sells 10 May wheat to K. If the 
market stays at 122~ or moves up, the order will be reported 
back as sold to K, account of No. 42, at 122}4. But if instead 
it declines to 122% or 122 within a few seconds, whether it 
stays there or not, J will have an opportunity to profit. He will 
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ask a confedetc).te, pit broker Q, to whom similar favors are 
granted from time to time, to exchange 10 May wheat with 
him at 122. This broker Q agre~s to do and writes on the 
bought side of his trading card "10 M.W., Smith Brothers at 
122" and on the sold side "10 M.W. T at 122." J also makes 
two entries on his trading card: on the bought side "10 M.W. 
Q at 122" and on the sold side "10 M.W. Q. at 122." J now 
reports back to Smith Brothers the order of customer No. 42 
as sold to Q at 122. He has as his profit the difference between 
his purchase from Q at 122 and the sale to K at 12234 in 
addition to his commission as a broker. 

In a scalping trade of this type it is necessary that the price 
move quickly through the stop price of 12234 and that the 
broker act promptly. This he will do and since the detail in
volved amounts to but a few second's work, No. 42's order is 
reported back to Smith Brothers, with little apparent delay. 
At-the-market orders are equally well adapted to operations of 
this type and are probably more frequently employed. The pit 
broker will make a legitimate trade as soon as he receives the 
order,-say to buy 10 May wheat. If the market shows any 
measure of strength, he will, a few seconds later, exchange 10 
May wheat with his confederate at the higher price, report this 
less favorable price back to his firm for the account of the 
die!!t and take the more favorable trade into his own account. 
In the illustration here it has been assumed that both pit brokers 
J and Q belong to the clearing house. If they do not, the name 
of the firm who clears their trades would appear on their trad
ing cards followed by a notation showing the identity of the 
broker. Trades of this kind are a rank injustice to the cus
tomers involved and reflect discredit not only upon the pit 
brokers but also upon the firm through which the order was 
executed. Aside from the unfairness of such operations, how
ever, it seems doubtful whether they have any noticeable effect 
upon the level of prices each day. 
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3. REMEDIES 

There are tricks in all types of trade. It is a debatable ques
tion whether they are any more numerous upon organized ex
changes than in other fields of economic endeavor and particu
larly whether they are far-reaching in their effect upon prices. 
They attract attention upon exchanges because of the public 
character of these markets; and to some extent because the 
markets are public they are difficult to eliminate. The following 
suggestions are made as possible means of improving the char
acter of market operations upon commodity exchanges. They 
are not new nor are they free from defects. They are advanced 
by the author as a matter of personal opinion which if not prac
tical in every case at least deserve thoughtful consideration. 

Improve the Market News.-There is a wide field for im
provement in the character of market news. Professional specu
lators are frequently pictured by students of organized markets 
as far-sighted individuals who buy when prices are unduly low 
and sell when they are unduly high thus lending stability to 
the market. There is very little in the form of worthwhile 
evidence to prove this point. But there is ample evidence that 
traders large and small absorb and' act upon a multitude of 
transient and fragmentary bits of information from minute 
to minute and hour to hour. It is desirable, therefore, to bring 
together a more dependable and worthwhile body of current 
news and in so doing to broaden the general level of market in-:
telligence. In this the exchanges must take the lead in building 
up a better quality of information through their own reporting 
channels and in preventing that which is sensational, false ot 
misleading. 

License Brokerage Firms.-It is believed that brokerage 
firms and individuals accepting business upon a commission 
basis should be licensed either by the State in which the ex
change is located or by the Federal Government and should be 
subject to periodic audit. With respect to the financial aspects 
of the brokerage business this would throw an added safeguard 
about these firms in their handling of money and securities left 
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in trust by customers. With respect to the market. operations of 
firms they could be held individually accountable in the event 
of irregular practices through the removal of or failure to re
new their license. 

For the vast majority of the firms, the granting of a license 
and the regular auditing and inspecting of books would be en
tirely a matter of routine. But, for the occasional firm whose 
methods of handling customers' funds and orders are question
able, it would serve as a definite safeguard and means of con
trol. Under the present plan the duty of supervision falls largely 
upon the exchanges. They have without exception built up ex
cellent codes of conduct to regulate their inter-broker and 
broker-customer dealings. But unfortunately they have not dis
played the same zeal in enforcing rules and regulations as in 
passing them. All too frequently a colorless reprimand is sub
stituted for genuine punishment, and irregularities of common 
knowledge are condoned because of an insufficient number of 
interested members willing to push a case and whose own deal
ings are entirely free from such practices. 

Separate. Broker-Trader Functions.-It is believed that 
much of the difficulty in properly supervising members and 
member firms grows out of the fact that they are permitted to 
change their status from that of broker to trader and from 
trader to broker freely at any time. We have touched upon this 
difficulty with respect to the scalping operations of pit brokers. 
There is always, for example, the temptation to a pit broker 
upon receiving a large order, say to buy 500 May wheat, to buy 
50 May for his own account and then to execute the order for 
the customer after which his own 50 is sold at the then higher 
level of prices. Or to put the matter in another way, there is al
ways the temptation when setting up contracts for oneself and 
for others-contracts which are in every respect alike except in 
price,-to select out the more favorably priced for oneself. 

With respect to member firms doing a general brokerage 
business, to require them to act solely on this basis would 
produce no hardship to most of the larger firms since they al-
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ready follow this practice. To make this a general requirement 
would simply supply the added assurance that any firm publicly 
offering to execute customers' orders for a commission is in 
no way financially interested in the market. 

Limitation of Individual Trading Positions.-In view of the 
effect which large-scale trading can have upon prices, it would 
seem desirable to place some limits upon the operations of in
dividual traders. Were there physical limits to serve as checks 
to the buying or selling of futures this doubtless would not be 
necessary, but as we have seen such physical limits are very 
indefinite. The limitation of speculative lines has been advo
cated by the Grain Futures Administration for some time and 
bills have been introduced in Congress but no action has as yet 
been taken. Such limits should be broad and in proportion to 
the individual character of the trade in each commodity. It has 
been suggested for wheat futures, for example, that an in
dividual speculative interest be required to limit its holdings to 
an aggregate position of 2,000,000 bushels. Under a provision 
of this kind it would still be able to shift from a short position 
of 2,000,000 bushels to a long position of the same size, in 
which net purchases of 4,000,000 bushels would be involved. 
Similarly, a maximum of 4,000,000 bushels net in sales might 
be made in transferring from the long to the short side. To 
avoid too rapid a change in these larger positions it has been 
further suggested that net trades for a speculative account with
in the limits of one trading day be limited to 2,000,000 bushels. 
Such limits would work no hardship even upon the largest of 
speculators while they would tend to lessen the market effect 
of trading operations as such. 

It is not believed that the remedies which have been sug
gested would serve to free the markets of purely trading in
fluence. They are, however, remedies which it is believed would 
serve to minimize the importance of purely market operations 
upon price. 
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4. SUMMARY 

Important trade factors are influential in accurately de
termining prices only to the extent that they are accurately in
terpreted by those who compose the market. The accuracy of 
this interpretation is dependent in part upon the way in which 
market information is prepared and distributed. To the extent 
that it is incompletely reported or misleading, it will not permit 
a true picture to be reflected in the level of prices; and to the ex
tent that this is the case, the prevailing price becomes in part a 
product of defective market operations. 

Market operations as such also become a factor in determin
ing prices if they are not at all times an outgrowth solely of 
fundamental trade factors. If at any time trading is carried on 
purely for the purpose of influencing adversely the judgments 
of others, or to attract others into the market, or to force 
them out, then the extent to which such operations succeed in 
diverting prices, to that extent they become of themselves 
market influences. This is sometimes true of the operations of 
individual leading speculators and occasionally also of the mass 
operations of the public. Possible remedies for those aspects of 
market operations which adversely affect prices include (1) a 
more adequate censorship of market news, (2) the licensing 
of brokers, (3) a complete division between the broker func
tion and the trader function and (4) a limitation of the extent 
to which individual speCUlative operations can be carried. 



CHAPTER XVIII 

GOVERNMENTAL REGULATION OF EXCHANGES 

The exchanges of the United States are regulated by Gov
ernmental authority through two channels: by statute act and 
by court interpretations of common and statute law. We have 
at various points emphasized certain features of this regula
tion particularly through court decisions. Most of the earlier 
force of common law, in so far as it applied to this fi<:ld, has 
been replaced by more specific acts, so that in the present chap
ter we will need to inquire in particular into the nature and 
results of State and Federal laws. These laws in the aggregate 
include a rather wide range of features, some of which relate 
to future trading directly and others only indirectly. Some are 
preventive in character, some regulative, and some are positive 
in specifically stating particular practices to be lawfuP They 
may also be classified according to the broad intent of the legis
lators into (1) acts designed to regulate or prohibit practices 
believed socially or morally undesirable and (2) acts designed 
to regulate or prohibit practices believed to be economically 
undesirable. I Here emphasis will be placed upon those aspects 
having economic rather than social or moral significance. 

1. THE BACKGROUND OF REGULATION 

Risk Regarded as N on-Productive.-Most of the present
day legislative proposals and enactments owe their existence to 
the widespread belief that a profit derived from risk-bearing 
is not a legitimate one. The basis for this belief is not difficult 
to find. In the main, it grows out of the fact that risk-bearing 
does not assume a material form. Utility imparted in goods. 

1 Cf. Dewey, T. Henry, Legislation against Speculation and Gambling in 
the FOf'ms of T,.ade, Baker, Voorhis and Company, 1905. 

• Cf. Parker, Carl, "Governmental Regulation of Speculation," Annals of 
the Amer. Acad. of Pol. and Social Science, Sept. 1911. 

351 



352 FUTURE TRADING 

such as ,~hat. created by the grower or manufacturer can be seen 
and objectively demonstrated. The shoe manufacturer can say, 
"Where formerly there was leather, now there are shoes," and 
the farmer can say, "With one bushel of corn I have produced 
ten." So, to a somewhat lesser extent though still by a tangible 
demonstration, the creator of place utilities can point out that 
goods have been transported from points where they were not 
needed to points where they are. 

The producer of time utilities, however, simply holds goods 
or supplies goods to a later date. And while it will be freely 
admitted that these goods may be needed much more at this 
later time, it is not as apparent that the one holding them has 
rendered a service commensurate with this higher value. The 
goods are exactly the same in form and in exactly the same 
location; and from all outward appearances at least, the pros
pective purchaser is being offered the same article as that in 
existence several months before. Quite naturally, therefore, he 
reasons, as does the grower or shipper, that this addition in 
value to pay the storeman is somewhat unwarranted. It is of 
course quite generally recognized that some reward is necessary 
to pay for the capital tied up in the goods but little considera
tion is given to the risks involved and particularly that of a 
decline in price. Quite generally it is assumed that the hazards 
involved are incidental deserving no separate consideration and 
in which losses sustained are overlooked and profits derived are 
regarded as windfalls. This attitude is kept alive, also, by the 
fact that unusual gains from speculative ventures are played 
up in the press and magnified in the popular mind while losses 
are quietly forgotten. 

Forestalling, Engr.ossing, Regrating.-Holding this thought 
in mind that the creation of time utility in general and risk 
utility in particular are today popularly regarded as less pro
ductive than the creation of form and place utility, it is not 
difficult to account for past and present governmental regula
tion upon the matter. The earliest laws passed at the dawn of 
modem commerce were direct prohibitions against the engross-
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ing or forestalling of goods from the market. While these acts, 
the earliest of which were passed in the reign of Edward I, 
were partly designed to prevent merchants from cornering or 
"squeezing" the market and are thus forerunners of our mod
ern Jaws governing monopolies and trusts, they were in part 
designed to prevent profit from the holding of goods because 
this in itself was believed to be unjustified. Thus Cunningham 
writes: "English merchants were not to forestall wine in 
Gascony, or buy it up before the vintage, and the time of the 
common passages; nor were they to charge high for the wine 
on the pretence that they ran risks. Cost of carriage was a 
charge that could be checked, and this might, doubtless, be 
allowed for when sale was made in London; but remuneration 
for risk was obviously regarded as a mere excuse for arbitrary 
demands on the part of the merchant, and these were not to 
be permitted at all."· 

Common Law Concept of Gambling Applied to Commercial 
Dealings.-It is' from reasoning of this same character that 
we find an early application of the English common law on 
gambling to certain types of contracts in stocks and com
modities. While the harshness of the earlier laws against fore
stalling lessened somewhat in the course of time, the thought 
remained that transactions in goods to be legitimate must have 
some semblance of materiality to them. Thus while one might 
buy and store goods for a rise in price and later sell reaping 
the difference in price, it became a form of commercial gam
bling and contrary to public policy, to make a similar profit in 
a rise in prices without any direct or indirect connection with 
the actual handling of the goods. Here the. element of ma
teriality continues and this same concept is the basis of our 
present-day laws governing commercial wagers. 

It is interesting to note that the first important English act 
passed to regulate exchanges was designed to prevent trading' 
likely to cause a fall rather than an advance in price. It is 

·Cunningham, Wm., English Industry and Commerce, Vol. I, p. 294. 
Cited in Emery, H. C., op. cit. 
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known a.s Sir John Barnard's Act (7 Ceo. II, c.8) and was 
passed in the year 17344 to prevent "the infamous practice of 
stock jobbing." We have already reviewed the essential features 
of this ac~ and it is necessary to mention it here only to ade
quately outline the evolution of present-day legislative thought 
in this field. It branded as commercial wagers all dealings in 
differences in stocks and attempted in particular to prevent 
short selling by declaring every sale null and void in which the 
seller did not actually own and possess the stock at the time of 
contracting. Here the thought is again clearly brought out, both 
with reference to dealing in differences and in short selling, 
that such intangible forms of trade should not be countenanced. 
This act, however, was not effective though it remained a law 
until 1860 when it was repealed. Short selling was in fact given 
definite approval by the highest English court in the famous 
case of Hibblewhite v. McMorine (6 M. and W. 462) in 18386 

several years before Sir Jolin Barnard's Act was repealed and 
since that time has been well established under English com
mon law. The concept of commercial gambling as the contract
ing to buy or sell goods with the express or implied intent of 
not fulfilling the contract but only settling by an adjustment 
of price differences has remained, however, and continues to 
be the basis of court decision in all such cases at the present 
time. 

2. STATE REGULATION 

Future trading did not develop in this country to any large 
extent until the latter part of the decade 1860-70. It thus be
came a practice subject to a body of existing court opinion 
as well as several statute acts. These had been developed 
primarily with reference to stock trading and had their origin 

• Stevens, A. c., (Pol. Sci. Q. VII, p. 420) cites an earlier act regulating 
stock jobbers passed in 1697 which, however, was of minor importance and 
allowed to lapse after a period of ten years. He also cites a Dutch law 
against short selling in securities passed in 1619. 

• Supra., Chap. VI, p. 113. 
• See Chapter VI above. 
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in earlier English experience. As speculation in stocks and 
commodities grew, other states added statutes until at the 
present time over three fourths of the states have some spe
cific legislation bearing upon one or more phases of this sub
ject 

Development of State Legislation.-Following the lead of 
earlier English laws, our states have enacted legislation in
tended mainly to define and to prohibit transactions in which 
there is no intention of fulfillment and in which the basis of 
settlement is purely upon price differences. Contracts of this 
sort are usually made at so-called "bucket-shops" and for this 
reason much of the legislation is directed specificaIIy at this 
institution. There have been, however, other and significant 
laws relating to future trading passed by various states and 
these. too. will need to be reviewed in order to indicate the trend 
of political thought. 

One of the earliest of the state laws was passed by New 
York in 1812 declaring all contracts involving short-selling in 
securities null and void.? It was re-enacted in 1830 but proved 
ineffective and in 1858 was repealed. Later in 1897 an act was 
passed specifically permitting short sales. It is interesting to 
note that this followed by 4 years a similar act by England 
authorizing short sales. In 1841 the State of Pennsylvania 
passed a law declaring all time contracts in securities extending 
beyond a period of five days void8 but this was subsequently 
repealed. As late as 1905, Arkansas had a law declaring that 
"the buying or selling or otherwise dealing in what is known 
as futures, either in cotton, grain or anything whatsoever, with 
a view to profit, is hereby declared to be gambling."9 While the 
law is perfectly clear, its force was largely set aside by court 
opinion and in 1929 it was repealed. 

'2 RL. 187, sec. 18. Cited in Dewey;T. Henry, A Treatise on Contracts· 
for Future Delivery and Commercial Wagers, p. 18. 

• Laws of Pennsylvania, 1841, p. 398, sec. 6. from Dewey, op. cit., p. 20 . 
. • Digest of the Statutes of Arkansas, sees. 1634, 1635; from Dewey, 

Legislation against Speculation and Gambling in the Forms of Trade, p. 15. 
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In California a clause was included in the Constitution at the 
time of its original adoption in 1879 declaring that "All con
tracts for the sale of shares of the capital stock of any cor
poration or association, on margin, or to be delivered at a 
future day, shall be void, and any money paid on such contracts 
may be recovered by the party paying it by suit in any court 
of competent jurisdiction"; but this was modified in 1908 by 
inserting the clause "without any intention on the part of one 
party to deliver and of the other party to receive the shares, 
and contemplating merely the payment of differences between 
the contract and the market prices on divers days."1O The effect 
of this modification was to set aside the earlier provisionmak
ing margin trading or future trading in stocks per Sf! void or 
voidable and making the provision a regulation against com
mercial wagers. 

Two points in particular should be emphasized as trends in 
the legislation by the various states. The first is that earlier 
laws designed to prohibit short selling have either been repealed 
or so modified that this particular practice is not of itself pro
hibited. In fact in several of the states separate acts have been 
passed specifically declaring short selling to be legal. Secondly, 
there has been a marked tendency among the various states 
either to repeal earlier acts declaring contract for future deliv
ery null and void or to so modify them that they legalize those 
made in ordinary trade upon organized and established markets 
while prohibiting those created purely to trade in price dif
ferences. 

Laws Prohibiting Bucket Shops.-Three fourths of the 
states have laws at the present time passed specifically to regu
late bucket shOpS.l1 These laws are on the whole very much 

.. Constitution of Califo,.nia, Art. IV, sec. 26. 
:u. The laws of each state and of ·the District of Columbia together with 

the two major Federal laws relating to futures are to be found in loose
leaf form (and kept currently up to date) in Business Laws of the Wo,.ld, 
United States Unit, Vol. VII, published by Commerce Clearing House Inc., 
loose-leaf division of the Corporation Trust Company, Chicago. It is from 
this source that references in the present chapter to current laws have been 
obtained. 
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alike in their attempt to regulate this practice. All of them em-
. phasize the feature of dealing in differences and define bucket 

shops as places or rooms in which contracts of this character 
are either bought or sold or offered for sale or purchase. They 
then prohibit the operation of such places within the state and 
provide a penalty of fine or imprisonment or both against an 
owner or operator. Under many of the laws, the mere exhibit
ing or displaying of quotations with the intent of offering or 
assisting in a plan of trade involving no genuine intent of de
livery is a felony. An additional section requires that every 
brokerage firm executing orders for others shall supply upon 
written demand by any customer u a written statement con
tainingthe names of the persons from whom such property 
was bought or to whom it has been sold, . . . the time when, 
place where, the amount of and the price at which the same was 
either bought or sold" and any failure to supply such a state
ment is prima facie evidence of bucketing. 

In addition to features directed against keepers of bucket 
shops, many of the states also have provisions in their acts 
making it an equal offense for any person as a principal to enter 
into or assist in making such contracts upon bucket shops and 
declaring all such contracts null and unenforcable in any court 
of the state. 

The ways of bucket shops are, of course, many. But the 
principles underlying their operation are clear and the acts of 
the various states are sufficiently broad to permit prosecution of 
almost any sort of scheme. Their intent is to defraud their 
patrons. To accomplish this, they encourage their customers to 
enter into contracts promising profit if prices advance. How
ever these contracts may be handled, whether nominally ex
ecuted upon a recognized exchange or not, the house assumes 
an opposite position to the customer gaining if the customer 
looses and loosing if the customer gains. They must have· 
quotations from some source to operate. If they are to remain 
in business, (1) their trade must either include both buying and 
selling customers which offset each other thus permitting the 
house to profit from commissions without the costs of execu-
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tion or the risk of the market or (2) the market must so move, 
where they are forced to take an opposite position to their 
customers, that they will gain and their customers lose. As a 
rule most of their customers are on the long side so that the 
bucket shop can flourish only in generally declining markets. 
If, on the other hand, the market chances to go against them 
they can as a last recourse close up and begin anew elsewhere.12 

The Attitude of Organized Exchanges Toward Bucket 
Shops.-In the enforcement of laws prohibiting bucket shops, 
the various states have long had the active support of organ
ized exchanges. In fact the exchanges have been the principal 
element in suppressing bucketing schemes and in advocating 
adequate legislation. By exercising strict control over the use 
of their quotations they have in large measure prevented the 
opening of bucket shops. To successfully launch this type of 
enterprise so that prospective customers will be encouraged to 
trade, it is essential for the place of business to have every 
earmark of the usual brokerage office and the quotation service 
is most important. But if he obtains a ticker, it is stilI necessary 
for the operator to handle his business so skillfully that he will 
avoid detection by the exchange and state authorities. This 
he is not likely to be able to do if his operations are ca~ried on 
in any wholesale fashion. In recent years, because of the vigi
lance of the exchanges and of the various states, the older out
and-out bucket shop has become very scarce; if undertaken, 
this type of trade is more likely to appear as an occasional 
bucketing of individual orders or, what amounts to the same 
thing, the trading against a customer's position, either, form 
of which is difficult to detect if carefully done. 

In strenuously resisting the bucket shop movement, the ex
changes are not, of course, interested solely in the welfare of 
society at large. To permit these private enterprises to operate 
all about them is not unlike the creating of so many rival ex
changes all of which are bidding directly for the business of the 

'·Cf. Hill, John Jr. Gold Bricks of Speculation, Lincoln Book Concern, 
Chicago, 1904. 
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larger board. And in this the bucket shop keeper is situated 
very well since the quotations are already prepared for him and 
since he has little or no financial or disciplinary standards to 
maintain. But of greater importance is the fact that to permit 
open bucket shop operation is to continually jeopardize the 
business standing of the organized markets. The public does 
not sharply differentiate between the type of business done in a 
bucket shop and the open contracts executed on a public market 
through established brokers. And if they are victims of sharp 
practice the exchange system as a whole is blamed. In this light, 
the bucket shop is a kind of black sheep cousin among ex
changes which if not killed will continue, though unwanted, as 
a part of the family. 

Laws Pr.ohibiting Trading Without Intent to Fulfill Con
tract.-Oosely allied to the laws of the various states pro
hibiting bucket shops are those prohibiting trades involving no 
intention on the part of the buyer or seller or both to receive 
or deliver the actual commodity. Invariably coupled with this 
provision is its natural corollary that the buyer or seller or both 
shall not trade solely to benefit from price differences. We have 
already discussed the important legal 'and economic aspects 
of this problem in Chapter VI on The Future Contract and Its 
Use where it was suggested that usefulness rather than intent 
would serve as a better criterion to test whether contracts 
should be permitted or not. But the law as well as the courts 
have thus far placed principal emphasis upon intent. 

We find accordingly that twenty of the States have at the 
present time specific legislation upon this matter. The law of 
N ew York State is fairly representative of that of other states. 
Here it is a felony for any person to make or offer to make 
any contract in securities or commodities: (1) with the inten
tion that such contract shall be settled upon the basis of quota
tions on any board of trade or exchange without intending a 
bona fide purchase or sale, or (2) with the intention that su~ 
contract shall be settled when the price shall reach a certain 
figure and without intending a bona fide purchase or sale, or 
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(3) without intending actual bona fide receipt or delivery but 
intending a settlement based upon the difference in public 
market quotations prevailing between the time of purchase and 
of sale. These three provisions all contain the same basic 
thought that trading shall not be permitted in which there is no 
intention of delivery but instead a deliberate intent to settle· 
each contract according to prevailing prices in the open market. 
Transactions in bucket shops when judged by this standard 
must necessarily be illegal. But this provision is somewhat 
broader than simply a bucketing act. It also makes illegal all 
transactions made through the usual channels of regularly or
ganized exchanges if it can be proven that either buyer or seller 
did not (:ontemplate delivery at the time of contracting but only 
a settlement in price differences. And as we have seen in con
nection with the subject of clearing future contracts, illegal 
intent may be presumed under a wide variety of conditions. 

Other Features of State Laws.-In addition to the specific 
State laws regulating the trade in futures, other and more gen
eral statutes are to be found bearing upon the subject. Thus 
general acts relating to fraud may be applied to methods of 
trade in futures as in any other field. In a general way, too, 
the so-called blue sky laws of the various states exercise a 
beneficial effect upon irregular trading practices especially in 
the licensing and regulation of security dealers and salesmen. 
Those who are inclined to engage in sharp practice in stocks 
are often to be found in similar activities in commodities. Men
tion should also be made of the statutes of the various states 
governing gambling. They can be and are regularly used to 
nullify bucketed contracts and those based purely on price dif
ferences whether made through a bucket shop or elsewhere. 
Such trades are nothing more than commercial wagers and 
are invariably viewed as gambling by the courts. Eleven states 
at the present time rely entirely upon a general gambling act 
. to prosecute cases involving bucket shops as well as all types 
of contracts in which no fulfillment is intended. Eighteen addi., 
tional states have a bucket shop act but rely upon the gambling 
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laws to regulate commercial wagering through organizations 
and by methods other than those of bucket shops. 

It is of interest to note here also that within the last few 
years quite a number of states, in revising their laws bearing 
upon this subject, have seen fit to insert a section specifically 
stating the type of future trading which is valid within that 
state. Thus the State of Arkansas (Act of 1929) provides: 

Sec. 2. Contract /01' the Sale of Futures which are Valid.-That 
aU contracts of sale for future delivery of cotton, grain, stocks, or 
other commodities (1) made in accordance with the rules of any Board 
of Trade, exchange or similar institution where such contracts of 
sale are executed and (2) actually executed on the floor of such Board 
of Trade, exchange or similar institutions and performed or discharged 
according to the rules thereof; and (3) when such contracts of sale 
are made with or through a regular member in good standing of a 
cotton exchange, grain exchange or similar institution organized under 
the Laws of the State of Arkansas, or any other state shall be, and 
they are hereby declared to be valid and enforceable in the courts 
of this State according to their terms, provided, that contracts of sale 
for future delivery of cotton ••• must also be made subject to the 
provisions of the United States Cotton Futures Act ••.• 

A similar clause is to be found in the laws of Georgia, Mis
sissippi, Oklahoma, South Carolina, Tennessee and Texas. 
Usually these laws have replaced earlier acts of a very restric
tive character and indicate a definite movement among the 
Southern States to differentiate in the laws between transac
tions and exchanges which are economically useful and those 
which are not. 

Illinois Statute.-Partly because of their importance in the 
regulation of futur,e trading upon the Chicago Board of Trade 
and among brokers and others within the state and partly be
cause of particular features in the law, special reference is here 
made to the statutes of Illinois. The laws of Illinois legislate" 
against bucket shops as well as broadly cover transactions 
in the nature of commercial wagers. But in addition, they also 
include an act passed in its original form in 1874 regulating 
options, forestalling and corners. This latter act was amended 
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in 1913 and now reads as follows (portions in italics being the 
amendment of 1913): 

SEC. 308. Gambling in Grain, Other Commodities.-Whoever con
tracts to have or give to himself or another the option to sell or buy, 
at a future time, any grain, or other commodity, stock of any railroad 
or other company, or gold, where it is at the time of making such con
tract intended by both parties thereto that the option, whenever exer
cised, or the contract resulting therefrom, shaU be settled, not by 
the receipt or delivery of such property, but by the payment only of 
differences in prices thereof, or whoever forestalls the market by 
spreading false rumors to influence the price of commodities therein, 
or corners the market, or attempts to do so in relation to any such 
commodities, shall be fined not less than $1,18 or more than $1,000, 
or confined in the county jail not exceeding one year, or both; and 
all contracts made in violation of this section shall be considered 
gambling contracts and shall be void.:14 

The first part of this act relates to options (i.e., puts and 
calls) in futures and not to future trading ~tself.15 Prior to the 
amendment of 1913 it stood as a direct prohibition of all option 
trading though in fact it was regularly disregarded. With the 
amendment of 1913 the trade in options was indirectly legal
ized by prohibiting only those contracts in which at the time 
of contracting it is the intention of the parties to settle by the 
payment of differences. 

The latter part of this act is of interest in that it appears 
to be a ~emnant of the older English laws on forestalling. 
These provisions, too, have been more honored in the breach 
than the observance. It has long been recognized that the mere 
buying or accumulating of property to be later sold is not of 
itself injurious but more often beneficial to society. Comers or 
attempted comers can, however, be prosecuted on the ground 
of conspiracy under common law where it can be shown that 

,. In the earlier act this figure was $10. 
K A similar act is in force in Ohio. See Sections 13069 and 13070 of 

Pages' Anne). General Code, 1926. 
11 It has, however, been applied to futures where the intent of the parties 

was to settle by an adjustment of differences this being interpreted as an 
option. Pearce v. Fe)e)te, 113 Ill. 228 and others. 
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there existed a combination to control prices.'· Contracts may, 
also, be nullified as gambling transactions where it can be 
shown that the price was deliberately advanced to force the 
short sellers to settle by an adjustment of price differences.11' 

3. FEDERAL REGULATION 

Additional Legislation Believed Necessary.-The laws 
passed by the various states relate more to the regulation of 
future trading than to the regulation of exchanges. Stated in 
another way, they relate only indirectly to organized ex
changes. The statutes pertaining to bucket shops and to com
mercial gambling generally, while useful, do not attempt in any 
comprehensive fashion to regulate or even to supervise broadly 
the regular organized markets. In fact under the laws of sev
eral of the states these principal markets are given the definite 
approval of the state by legislative enactment. It has long been 
felt by certain groups, and particularly by the agrarian inter
ests, that control should be extended over the organized ex
changes and that this control should be of a positive rather than 
a passive nature. . 

We have touched upon the attitude of the farm element at 
earlier points. The commodities dealt in upon these exchanges 
are primarily farm products. The method of trade through the 
medium of future contracts is utterly foreign to the experience 
of the farmer and in addition is intricate and difficult to under
stand. At most, the average farmer is in a positi~n to know 
only that future trading is closely related to the products he 
has for sale, that these products fluctuate widely in price, and 
that not infrequently they decline to his disadvantage. At such 
times he is naturally led to believe that the system of exchange 
trading is fundamentally at fault. 

When an inquiry was attempted, either through govem-' 
.. U. S. v. Patten, 226 U. S. 525. See Report of the Federal Trade Com

mission on the Grain Trade, Vol. V, p. 322 ff. where it is also suggested 
that the Sherman Antitrust Act might be applied. On this latter point see 
Albers v. Moffitt, Mo. 187 S.W. 903. 

2'1' Gilman, S. P., Stock Exchange Law, Ronald, 1923, p. 237. 
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mental action or privately, it Was generally found that the ex
changes had no accurate knowledge of the fundamental forces 
underlying the operation of their organization. Upon the prin
cipal markets not even a record of the total volume of trading 
was to be had, not to mention the individual operations of the 
principal traders. When questioned upon these matters, the 
answer of the exchange was that it does no business, that it is 
just a meeting place, and that the business of the individual 
member is strictly confidentiaL Of greater importance, how
ever, is the fact that the leading exchanges usually did not want 
to look into their own business. The fact should never be lost 
sight of that the organization of exchanges permits just one 
vote for each member. As a result the constructive element, 
however much it may desire an improvement in methods of 
operation, cannot make a constructive change without a ma
jority vote; and the majority has generally been satisfied to 
continue without change. Hearings either by governmental au
thority or by the exchange have thus generally ended with little 
more than the collection of an extensive array of opinion giv
ing small satisfaction to anyone. It is from a background of 
this sort that agitation for Federal legislation has continued for 
the past forty years. 

Development of Federal Legislation.-The earliest act of 
importance bearing upon Federal regulation of exchange trad
ing was passed by Congress during the Civil War.18 It was an 
attempt to prohibit future trading in gold. All contracts "for 
the purchase or sale of gold coin or bullion to be delivered any 
day subsequent to the day of making such contracts" and all 

"'Stat. at L., 1864, Chap. 127 approved June 17, 1864. While this act is 
generally recognized as being the first Federal attempt to regulate future 
trading, Emery cites an earlier statute approved March 3, 1863, taxing all 
transactions in gold which have more than three days to run. before ma
turity. This earlier statute (Stat. at L., 1863, Ch. 74) also provided that 
any loan of currency or money on the security of gold or silver coin of the 
United States made in excess of the par value of coin pledged as security 
shall be void, this provision being obviously designed to prevent deprecia
tion of United States notes in use at the time. This act in so far as it was 
covered by the act passed the following year was repealed at that time. 
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short sales in gold or bullion were made unlawful and void. 
It was further declared to be unlawful for any person to buy 
or sell gold coin or bullion at any other place than the ordinary 
place of business of either the seller or the buyer, the thought 
being in this last provision to break up the organized markets 
in gold flourishing at that time. Gold was at a premium or in 
other words the credit money of the Government (greenbacks) 
was at a discount and it was thought that this might be cor
rected by prohibiting speculation in gold. The act apparently 
had, however, the opposite effect and was repealed on July 2~ 
1864 just two weeks after its passage.111 

It was not until 1883 that further consideration was given 
to future trading by the Federal government. In that year a bill 
was introduced into Congress "to prohibit the mailing of Iet~ 
ters and money orders relating to future contracts."20 In 1887, 
two bills were introduced to prohibit and punish those who deal 
in futures21 hut none of these bills was reported out of com
mittee and none given any extensive consideration. In 1890 
Mr. Butterworth of Ohio introduced a bill22 which, if nothing 
else, served to stir up interest in the subject. It proposed to 
tax dealers in options and futures, was reported out of com
mittee but did not come up for a vote. 

In the First Session of the Fifty-second Congress (1891-
92) a determined effort was made to enact legislation to pro
hibit future trading. Several bil1s were introduced into the 
House and the Senate. After extended consideration and hear
ings, the House Committee on Agriculture reported out a meas
ure (popularly known as the Hatch Bil12S) which proposed to 
levy a prohibitive tax upon all future contracts made in a spe
cified list of commodities including grain and cotton. Extended 
debates were held in the House and the bill finaIly passed by a. 
vote of 167 to 46. It was later passed by the Senate with slight' 

.. Stat. at Large, 1864, Ch. 209. 
• HR. 5007, 48th Congo 1st Sess. (1883-84) . 
.. H.R. 5689 and H.R. 7051, 50th Cong., lst Sess. (1887-8!!) . 
.. H.R. 5353, 5Ist Cong., 1st Sess. (1889-90). 
-H.R.7845. 
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amendments by a vote of 40 to 29. As reported out of Con
ference, it was necessary for the House to approve the amended 
bill. The time was then short as Congress was to adjourn in 
three days and in order to bring it to a vote it was necessary 
that the House suspend the rules. This required a two-thirds 
vote and was not obtained, the vote on the motion to suspend 
the rules being 172 to 124. Thus the amended bill was not 
voted upon by the House. In the following Congress the bill 
was re-introduced but was materially altered in Committee. 
It still remained a tax measure and failed of passage by a wider 
margin.24 

While one or more bills were introduced in at least one of 
the sessions of each Congress following the Fifty-second, in
terest waned somewhat until 1908 when another series of pro
posals began. In the Sixtieth Congress (1907-09), twenty-five 
bills were introduced almost all of which were designed to pro
hibit future trading; in the Sixty-first Congress (1909-11), 17 
were introduced and in the Sixty-second, 42.25 Some of these 
bills were regulatory in character while others were prohibi
tive; some were placed under the power of Congress to tax and 
others under the commerce clause; extended hearings were held 
but none of the bills was enacted into legislation. 

Mention should also be made of the Report of the Com
missioner of Corporations on Cotton Exchanges made in 1908 
in response to a House resolution. This report in five parts was 
a comprehensive study of exchange methods in cotton with 
particular reference to the problem of difference systems and 
was the basis of legislation passed in 1914 under the title of 
the Cotton Futures Act. This act was considered in Chapter 
XV on Difference Systems and Their Effect on Future Prices 
and need not be considered further here. As we have already 

.. Emery, H. c., op. cit., p. 219 ff. gives an excellent summary of this 
legislation. See also Stevens, A. c., "The Utility of Speculation in Modern 
Commerce" in Pol. Sci. Quarterly, Sept. 1892 . 

.. From a tabulation made by Phillips, Louise "History of the Subject of 
Options and Futures in Congress as reported in the Congressional Record," 
U. S. Dept. of Agr. (typewritten), 1920. 
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seen it is not an act to broadly regulate or supervise trading 
practice but is designed to require a commercial difference sys
tem and the use of Federal standards for the grading of cotton. 
It did not, therefore, satisfy those who desired a comprehensive 
type of act. 

The FuJure Trading Act.-During the World \Var, prices 
were regulated under an emergency measure,-the United 
States Food Control Act,-and the problem of permanent legis
lation was held in abeyance for a time. But in the fall of 1920, 
occasioned by the precipitant drop in. grain prices, Congress 
again took up a series of proposals to regulate future trading. 
Early in 1921 hearings were held by the House Committee on 
Agriculture and later in the year by the Senate Committee on 
Agriculture and Forestry. For several years the Federal Trade 
Commission with the cooperation of the United States Depart
ment of Agriculture had been collecting material and conduct
ing field studies into various phases of the whole problem of 
grain marketing and the knowledge derived from this 'Source 
was freely drawn upon by those advocating legislation." As a 
result, the Future Trading Act became a law on August 24, 
1921.11' 

This act was tested before the United States Supreme Court 
and on May 15 of the following year its principal provisions 
were declared unconstitutional..18 It attempted to regulate grain 
future exchanges through the imposition of a prohibitive tax, 
freeing the exchange and the transactions made upon the ex
change from its application if certain prescribed conditions 
were fulfilled. In rendering its opinion the Supreme Court 
stated in part: "The act is in essence and on its face.a complete 
regulation of boards of trade, with a penalty of 20 cents a 
bushel on all 'futures' to coerce boards of trade and their 

·See Rep<wt of the Federal Trade Commission on the Grain Trade. 
Volumes I and II of which were published in September, 1920. Also Report 
of the Federal Trade Commission on Wheat Prices published in December, 
1920. 

II 42 Slat. 187, Ot. 86. 
• Hill v. Wallace, 259 U.S. 44. 
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members into compliance. When this purpose is declared in the 
title to the bill and is so clear from the effect of the provisions 
of the bill itself, it leaves no ground upon which the provisions 
we have been considering can be sustained as a valid exercise 
of the taxing power." 

In rendering its decision the Court also raised the question 
of wh~ther the Future Trading Act would permit of boards 
of trade being regulated under the commerce clause of the 
Constitution. Their conclusion was that it would not since no
where in the act was any reference made to interstate com-

. merce. They observed further that sales for future delivery 
on boards of trade could not come within the power of Congress 
to regulate interstate commerce under any act "unless they are 
regarded by Congress, from the evidence before it, as directly 
interfering with interstate commerce so as to be an obstruc
tion or a burden thereon." 

The Grain Futures Act,-lts Constitutionality.-This last 
point served as a strong suggestion to the proponents of the act 
to redraft it, placing it under the interstate commerce clause 
instead of the taxing power. This was done immediately fol
lowing the adverse decision of Hill v, Wallace, the new bill 
was introduced into Congress at once, and was approved Sep
tember 21, 1922. It is entitled "An act for the prevention and 
removal of obstructions and burdens upon interstate commerce 
in grain, by regulating transactions on grain future exchanges, 
and for other purposes" and is known as The Grain Futures 
Act.lID In it a separate section (Sec. 3) is devoted to a careful 
recital of the importance of future trading and of the manner 
in which through speculation, manipulation, or control, unrea
sonable fluctuations in the prices of futures are an obstruction 
and a burden upon interstate commerce in grain. Otherwise the 
act remained the same as the earlier Future Trading Act. 

The Grain Futures Act fared better than its predecessor 
when tested in court. It was brought before the Federal Su-

". 42 Stat. at L. 998, Ch. 369. 
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preme Court and was upheld in Board of Trade v. Olsen.80 

The plaintiff contended that the decision in Hill v. Wallace 
was conclusive against the constitutionality of the Grain Fu
tures Act since the two acts were the same in substance and 
language with the exception of the enforcing feature and sec
tion 3 just mentioned. Upon this point the Court replied that 
these exceptions were the very features necessary to render the 
act constitutional. The enforcing feature had been changed 
from that of the taxing power to that of the power to regu
late interstate commerce. While future trading is not of itself 
interstate commerce, Congress found that through manipulation 
it was a constantly recurring burden and obstruction to inter
state commerce and was for this reason subject to Federal 
regulation. 81 

The plaintiff strongly urged that future trading is not in fact 
a burden and obstruction to interstate commerce and that for 
the Court to conclude that it is, simply because it is so stated 
in the law or so declared by the legislative body, is to yield to 
Congress its right and duty to decide such constitutional ques
tions. In answer the Court reviewed at some length the facts 
and testimony submitted to Congress and presented for the 
Court's consideration throwing light upon the question of 
whether in fact the process of future trading is a recurring 
burden and obstruction to interstate commerce in grain. Their 
conclusion was that it is, stating: "It is clear from the citations, 
in the statement of the case, of evidence before committees of 
investigation as to manipulations of the futures market and their 
effect, that we would be unwarranted in rejecting the finding 
of Congress as unreasonable, and that in our inquiry as to the 
validity of ,this legislation we must accept the view that su'ch 
manipulation does work to the detriment of producers, con
sumers, shippers and legitimate dealers in interstate commerce 
in grain and that it is a real abuse." 

.. Board of Trade of the City of Chicago v. Olsen, 226 U.S. 1. 
II United States v. Ferger:, 250 U.S. 199 and later Stafford v. Wallace, 

258 U.S. 521. 
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There were other points raised in the case such as taking 
the property of members without due process of law but these 
were not found to be valid objections by the court. 

The Regulation of Option Trading.-The earlier Future 
Trading Act included a section levying a tax upon grain privi
leges, i.e., puts and calls. It also included a section stating that 
if any portion of the act is held invalid, the validity of the re
mainder of the act shall not be effected thereby. When tested 
in court, in 1921, no objection was raised to the section taxing 
options and hence it continued in force following the decision 
of Hill v. Wallace. Accordingly the framers of the Grain Fu
tures Act left out the section relating to options. On October 
23, 1923, a test case was begun in a Federal court to try the 
constitutionality of this section, it was carried to the United 
States Supreme Court and on January 11, 1926, was declared 
unconstitutionaP2 Since that time the trade in grain privileges 
as such has been free from Federal regulation though, of 
course, those options which are exercised and become future 
contracts are then subject to the provisions of the Grain Fu
tures Act. 

The Grain FutUres Act,-lts Principal Provisions.83-Sec
tion 2 of the act pertains to definitions and Section 3 recites 
the provisions which we have just discussed under which fu
ture trading is found to be of national public interest and, 
through frequent speculation and manipulation in the prices 
thereof, an obstruction to and a burden upon interstate com
merce in grain. 

Section 4 makes unlawful the use of any means of interstate 
communication for the purpose of making or offering to make 
contracts for the future delivery of grain unless: (a) "the sel
ler is at the time of the making of such contract the owner of 
the actual physical property covered thereby, or is the grower 
thereof, or in case either party to the contract is the owner or 
renter of land on which the same is to be grown, or is an as-

.. Trusler v. Crooks, 269 U.S., 459 • 

.. See Appendix B for a copy of the Act. 
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sociation of such owners, or growers of grain, or of such 
owners or renters of land"; or unless (b) "such contract is 
made by or through a member of a board of trade which ·has 
been designated by the Secretary of Agriculture as a 'contract 
market' as hereinafter provided. . . ." This section is clearly 
designed to free from an application of the law all forward de
livery contracts in which farmers or farm interests appear as 
sellers and all future contracts made upon "contract markets." 

In Section 5 the Secretary of Agriculture is authorized and 
directed to designate any board of trade as a contract market 
when it complies with the following requirements: 

(a) When located at a terminal market where cash grain 
of the kind specified in the future contracts is sold in sufficient 
volume to fairly reflect the general value of the grain and the 
differences in value between the various grades. 

(b) When provision is made by the exchange, in such de
tail as the Secretary of Agriculture may by regulation direct, 
for the filing of reports of all transactions either cash or fu
ture made upon the board, and for the keeping of a permanent 
written record of transactions by the board or its members for 
a period of three years (or longer if directed), such record to 
be accessible for examination at any time by an authorized· 
representative of the Department of Agriculture or of the De
partment of Justice. 

(c) When provision is made by the exchange for the preven
tion or dissemination by the board or its members of false or 
misleading crop or market information. 

(d) When provision is made by the exchange for the pre
vention of manipulation of prices or the cornering of any grain 
by the dealers or operators upon such board. 

(e) When the exchange does not exclude any duly author
ized representative of a farmers' cooperative association whiCh 
agrees to comply with the rules of the exchange but returns to 
its membership on a patronage basis any excess of income over 
expenses. 

A commission composed of the Secretary of Agriculture, the 
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Secretary of Commerce and the Attorney General is provided 
for in Section 6. It is the duty of the commission after a hearing 
to suspend for a period not to exceed six months or to revoke 
the designation of any board of trade as a "contract market" 
if it fails to comply with the provisions of Section 5. Or if the 
Secretary of Agriculture has reason to believe that any indi
vidual is violating the provisions of the act, he may bring him 
before the commission, present the evidence, and if guilty pro
hibit him from trading upon any contract market. An appeal 
is provided for, however, both for a contract market and for 
an individual to the circuit court of appeals, which upon review 
of the evidence and based thereon may affirm, modify or set 
aside the commission's order. 

Section 7 simply provides that upon a 90-day notice any 
contract market may have its designation vacated. 

In Section 8 the Secretary of Agriculture is authorized to 
make investigations, prepare materials and publish reports up
on such phases of the work of boards of trade and marketing 
generally as he may deem of interest to the public and of use 
to Congress _provided such data does not disclose the business 
transactions or trade secrets of any person or names of custom
ers. This last provision, however, does not apply to those who 
are found guilty of violating the act. 

Section 9 makes a violation of the provisions of Section 4 
of the act a misdemeanor punishable by fine and/or imprison
ment. Section 10 provides that if any part of the act is held 
invalid, the remainder shall not be affected thereby. Section 
11 provides a waiver of fine or imprisonment for two months 
following the passage of the act. Section 12 provides for the 
incurring of necessary expense for the enforcement of the act. 

The Grain Futures Act,-Its Operation.-To carry out the 
provisions of the act, the Secretary of Agriculture has set up 
the Grain Futures Administration as a separate branch of the 
Department of Agriculture. Field offices have been established, 
the principal one being, of course, at Chicago. Those in charge 
of the field offices have the duty of maintaining immediate 
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supervision over the various exchanges designated under the 
act as contract markets. There are fourteen. so designated at 
the present time though some of these do not maintain active 
trading.H 

To properly supervise these markets it was realized at the 
outset that the principal facts regarding their trading activity 
would need to be currently tabulated and analyzed. Provision 
was accordingly mad~ for daily reports to the Grain Futures 
Administration by the dearing members of each exchange. BG 

Since each member of an exchange must either clear his own 
trades or have some other member clear for him, by requiring 
aU clearing members to report, a complete survey of the trad
ing is assured. Each clearing member is required to report at 
the close of each day's business the volume of trading trans
acted through his firm that day. He is also required to report 
the total of all customers' contracts open on the books of his 
firm as of the close each day. These data are supplied as sepa
rate items for each grain and future and are then, brought to
gether by the Grain Futures Administration as totals by fu
tures and all futures combined by grains. It is then possible 
to know each day the aggregate position in each future and 
how each is changing, particular interest being attached to the 
current or expiring future. Similarly the actual amount and 
the relative changes of the volume of trading can be closely 
followed both with respect to the market as a whole and with 
respect to each individual clearing member firm. 

These data of aggregate trades and aggregate positions when 
considered with the movement of prices afford an excellent 
suriunary survey of the market each day. They are not, how
ever, in sufficient detail even when analyzed by clearing firms 
to follow the market operations of individual interests. In some 
cases, of course, the trading of a clearing firm represents ,in 
large part the individual operations of that firm; but as a rule 

.. See Table 5 above, p. 54. 
• See General Rules and Regulations of the Secretary of Agriculture 

with respect to Contract Markets. U. S. Dept. of Agr. Mise. Circular No. 10. 
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the firm also handles as a commission merchant many other 
accounts and as a result the identity of individual interests is 
lost. Those accounts or traders whose operations are likely to 
be of significance as a market factor either by causing unusual 
price fluctuations or by manipulation are as we have seen the 
larger ones. To currently follow these, each clearing firm is re
quired to report daily the market position of all customers 
whose position in anyone future equals or exceeds a designated 
amount. These amounts for the Chicago Board of Trade have 
been placed at 500,000 bushels for wheat, corn and oats and 
200,000 bushels for rye though they can be changed by regula
tion to other limits if desired. 

These reports of the principal individual customers of clear
ing firms are referred to as special accounts and constitute by 
far the most valuable source of information currently received 
by the Grain Futures Administration. They include all of the 
larger speculative accounts as well as all of the large hedging 
accounts. These can be followed in their individual relation to 
the current market situation or they can be combined into 
groups whose characteristics of operation are similar. If at any 
time it is found that the size or character of the trading of some 
one interest or group of interests is such that it threatens the 
stability of the market, action can at once be taken to limit or 
control further operations. This is usually done through the 
medium of an appropriate committee of the exchange in which 
the committee is advised of the situation and in turn, through 
its power to discipline members, takes the necessary steps to 
correct it. 

In addition to these general supervisory duties, the Grain 
Futures Act provides for investigation and study of particular 
problems regarding boards of trade which may throw addi
tional light upon their methods of operation. We have at vari
ous points in earlier chapters presented certain of the results 
of these investigations and need not consider them here. Some 
have been made in response to requests from Congress and some 
simply as independent investigations either in connection with 
some abuses brought to the attention of the Grain Futures 
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Administration or as problems promising worth-while results if 
broadly studied. In practical operation, the Grain Futures Act 
thus functions in the two-fold capacity of (1) immediate super
vision over the various contract markets to meet problems cur
rently arising which bear directly or indirectly upon the control 
or manipulation of prices and (2) conducting separate investi
gations into some of the more important problems which from 
time to time arise. In carrying out this two-fold function a 
broader insight into the operations and functions of organized 
futures market is afforded; and, in so far as this can be effec
tively passed on to Congress and the public generally, it will 
result in a better understanding of the place of future trading 
in our economic life. 

4. SUMMARY 

Organized exchanges in the United States are regulated 
through two channels: by statute act and by court interpreta
tion of common and statute law. In earlier chapters, as occa
sion required, certain aspects of regulation have been empha
sized especially as developed through court interpretation so 
that in the present chapter only those features of regulation as 
developed by State and Federal law are emphasized. 

Most of the laws in force today regulating exchanges and 
future trading find their roots in the popular belief that the 
creation of time utility in general and risk utility in particular 
does not fully deserve a reward. Instead profits derived from 
risk-bearing are regarded in a measure at least as windfalls 
in which some are fortunate and others unfortunate. The pres
ent-day legal concept of commercial wagers is based upon this 
belief. The contracting for commodities, stocks or property of 
any sort without at the time intending or contemplating actual 
delivery of the commodity but intending only an adjustment in 
price differences is wagering under both common and statute 
law j and this is true whether the transaction is entered into 
through the machinery of an organized and established ex
change or through a bucket shop. 

In addition to general gambling statutes, many of the states 
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have enacted specific legislation prohibiting the operation of 
bucket shops and making null and void all contracts entered in
to at such places. At the same time the regular business carried 
on through recognized exchanges has been specifically declared 
valid. 

Certain interests, and particularly the agrarians, long felt 
that these state laws prohibiting certain types of trade were not 
sufficiently comprehensive. It was believed that the regular and 
organized future exchanges should also be regulated and along 
positive lines, that their business while beneficial was at times 
subject to manipulation necessitating some type of broad super
vision. After a legislative fight extending over 30 years, the 
Federal Future Trading Act was passed in 1921. It proposed 
to regulate grain exchanges through the power of Congress to 
levy taxes and was later declared unconstitutional. 

In 1922, the Grain Futures Act was passed, repeating the 
regulatory provisions of the earlier law and placing the act 
under the interstate commerce clause by declaring upon evi
dence that the trade in futures, by rendering grain prices sus
ceptible to repeated manipulation and control, is an obstruction 
to and burden upon interstate commerce. This act when tested 
in court was upheld. Under it, the Grain Futures Administra
tion of the United States Department of Agriculture exercises 
general supervision over all grain exchanges trading in futures 
in the United States. Daily reports are received from the clear
ing members of these exchanges in sufficient detail to follow 
important trading activity and its effect upon prices. Where 
regulation is necessary, action may be taken through the of
ficials of the exchange or directly against individual traders. 



CHAPTER XIX 

HEDGING 

Since the origin of the practice, future trading has been 
the subject of repeated investigations. It has been attacked on 
legal and social grounds as offering inviting facilities for gam
bling; it has been attacked on economic grounds as being of 
doubtful value. Each time the defenders of future trading have 
come forward and presented their side of the case, naturally 
emphasizing those features which appear economically and 
socially most desirable. 

The feature stressed as being of greatest value has usually 
been the practice of hedging. This has been due partly to the 
fact that it is widely used and partly because the value of this 
function can be clearly demonstrated. The market-making 
function is also far~reaching in its effect but its economic value 
is much more difficult to demonstrate. We will consider in this 
and the following chapter some of the fundamentals of the 
practice of hedging, its theory of operation, the extent of the 
practice, and some of the limitations trade interests encounter 
in its practical application. 

1. REASONS FOR HEDGING 

. Origin of He~ging.-Hedging in grain in the United States 
became an established practice in the decade, 1870-1880.1 Fu
ture trading began at Chicago in the late fifties and was greatly 
stimulated by the widespread speculation of the Civil War 
years, to emerge a well established practice following the War. 
Its prototype, the "to arrive" sale, was a popular method of 
marketing grain during this period and it is probable that hedg
ing first began in connection with forward purchases or sales on 
a "to arrive" basis. Com was frequently bought, during these 

• Much of the material for this chapter is taken from the author's, Hedg
ing by Dealing in Grai", Futures, a doetoraI~esis, 1925. 
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early years .. in the fall of the year, stored in flat boats on the 
Illinois and Michigan canal or at country points and a Mayor 
June future sold against it. The following spring, upon the 
opening of navigation, the corn was in a position to be delivered 
on the future if necessary; or if the cash market offered a better 
opportunity it could be 'Sold there and the future bought in.z 

About this same time, also, hedging in wheat developed 
though it probably did not become a general practice until the 
eighties. An investigation of speculation upon the N ew York 
Produce Exchange was conducted by a Special Senate Commit
tee of the New York State Legislature in 1882 relating to the 
period 1876 to 1881. In its report to the Senate the Committee 
describes the then novel practice of hedging. Their report also 
includes interesting marketing practices of this period. 

A New York firm "A" corresponds with numerous merchants of 
moderate means who reside in towns and villages along the line of the 
Northern Pacific Railroad. The wheat grown in that region is valuable 
to millers because of the large percentage of gluten it contains. The 
quantity, comparatively speaking, is not large, and as navigation is 
closed during the winter and railroad freight rates from that remote 
district are expensive, it is purchased from the farmers by the mer
chants and allowed to accumulate at the country stations and Duluth 
elevators until navigation is resumed in the spring. But these accumu
lations may prove disastrous to the owners if the protective element of 
a sale for future delivery is not resorted to. "A" was therefore directed 
in January last to sell at a given price 150,000 of no. 2 hard wheat for 
delivery in New York after the opening of lake navigation. "B" is 
a shipper of grain to Great Britain, having milling customers in Eng
land who are anxious to be supplied with such wheat. They are always 
willing to pay 6 cents a bushel (when delivered on board ship at some 
American seaboard point), over and above the then market price of 
no. 2 red winter wheat (the standard grade of wheat that is principally 
used for speculative and shipping purposes), but they decline to fore-

. stall what that possible price might be in May when the Western 
owners directed their protective sale to be made. But in order that he 
may secure the wheat (because it is not always on the market) "B" 
must purchase it at the time it is offered and must pay a fixed price for 
it ..•. He therefore went to the Produce Exchange N.Y., and finding 

• Cf. Taylor, op. cit., Vol. II, p. 897; also Linsey, W. T., Grain and Pro
visions (pamphlet), Chicago, 1881; also Douglas, Stuart and Forest v. 
Smith, 74 la. 468 (1880). 
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that he could sell 150,000 bushels of red winter wheat for May delivery 
in New York at a price within 5 cents of that which "A" demanded for 
his wheat he sold it, then purchased "A's" wheat and stood protected .• 

While this practice was doubtless resorted to only occasion
ally at this early date, it was at least of sufficient importance 
to be recognized. By 1890 hedging had become general among 
grain merchants and exporters. Stevens describes the practice 
(though not calling it by the name of hedging) as being very 
common and extensive in 18874 and Emery writing in 1896 
states that "hedging is now universal in the trade in grain and 
cotton. . . . Probably over 90 per cent of the great whe~JlOld
ings in the elevators of Duluth and Minneapolis are sold against 
in this way.'" 

Competitive Advantage in Hedging.-Production is defined 
by economists as the creation of utilities. One may create utili
ties by changing the form of goods as in agriculture or manu
facturing, in changing the place of goods to locations where 
they are in greater demand as in shipping, or in changing the 
time when products are offered as in the storing of goods. In 
the production of agricultural commodities, the creation of 
form, place and time utility is usually necessary before the 
finished product reaches the consumer. Hedging has proven to 
be most useful to those steps in the productive process which 
involves the element of time. Leading cotton merchants and 
leading grain merchants buy at one season of the year and sell 
at another. During this interval of time large changes in the 
level of prices frequently take place, so large in fact that in the 
absence of hedging they would become the major source of 
profit or loss to the merchant. By hedging their purchases (or 

I Testimony and Repol't of the Special Senate Committee Appointed fo 
Investigate the System of Making Cornel's and Dealing in Futures, N.Y. 
Senate Doc. No. 45, 1883, p. 934. . 

• Stevens, A. c., "Futures in the Wheat Market," Quarterly loumal of 
Economics, October, 1887. 

• Emery, H. C., op. cit., p. 162. Cf. also U. S. Industrial Commission, . 
Vol. VI, Report on the Distribution of Farm Products and Vol. XIX, Final 
Repol'I, 1900. 
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forward sales )" they shift this price hazard to the shoulders of 
those assuming the opposite end of their hedges. This element 
of time utility, is thus shared with the speculator, the merchant 
being responsible for the storing of the commodity until needed 
and the speculator assuming the market price hazard. 

The difference between the merchant who follows the policy 
of hedging and the one who does not is thus the difference be
tween a much smaller but more certain profit and a much larger 
but much more uncertain one. It is too large a task to present 
here the wide variety of arguments for and against either 
policy. The problem involves a consideration of the added 
amount of capital needed by the nonhedger to safely carry this 
important price haz~rd, the additional insight needed to more 
accurately appraise probable market changes, and, in addition, 
a consideration of all of the problems involved in operating a 
business the profits of which are in part the result of merchan
dising skill and in part the product of pure speculation. What
ever their relative merits, it is clear that experience up to the 
present time has favored the separation of these two functions 
in those steps of the productive process where the market haz
ard is relatively large. The history of the grain and cotton trade 
is replete with instances of firms who have unsuccessfully at
tempted to join these two functions. The value of hedging hav
ing been demonstrated by some firms, others were forced 
through competition to follow the same plan and as a result 
the practice has become the accepted policy among the whole
sale marketing interests.6 

A Credit Requirement.-Mention should also be made of the 
practice of banks in accepting grain and cotion as collateral for 
loans only after it has been hedged. This is not an invariable 
practice but when the commodity is not hedged the percentage 
of its value which will be advanced by the bank is usually lower. 
In private banking practice these percentages vary somewhat, 
depending upon market conditions, but the proportions of 90 

. per cent and 75 per cent are fairly representative. There is thus 
• See the following chapter, Section 6, "The Extent of Hedging." 
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an added incentive to hedge on the part of merchants because 
of more liberal credit accommodations by their banks." This 
and the competitive advantage of shifting the market price 
hazard to others, constitute the principal reasons for the prac
tice. 

2. THE PROCESS OF HEDGING 

In this section we will outline the process of hedging as it 
operates or is expected to operate under ordinary conditions. 
The conditions surrounding the marketing of grain and cotton 
vary widely from year to year and there are for this reason 
few if any ordinary years. But some situations appear much 
less frequently than others and in this section we will consider 
only those which are usually expected, reserving for a subse
quent section the more exceptional developments. 

We have already described certain aspects of the problem of 
hedging. In the chapters relating to the market structure, the 
general characteristics of the hedger as a type of future trader 
were outlined and in a later chapter the inter-relation of cash 
and future prices was presented,-a highly important phase of 
the problem of hedging. Having these and other aspects of 
future trading and prices as a background, it is possible to 
approach the present problem more directly and also more ef
fectively. 

The Concept of Hedging.-Hedging is based upon the as
sumption that cash and future prices will parallel each other 
in movement after due allowance has been made for any sea
sonal trend in cash prices. In the broader price movements, this 
assumption, as we have seen, is substantially accurate.s If then 
a merchant or miller or exporter, in the course of business, has 
acquired a cash sppply of some commodity and as a result finds 
himself exposed to the hazard of a decline in market price, he 

YCf. Carson, W.J., Financing the Production and Distribution of Cotton, 
Federal Reserve Board, Wash., 1923 pp. 51-52. Compare. also, testimony of 
bankers in Hearings before the House Committee on AgricultfWe "to Pre
vent the Sale of Cotton and Grain in Future Markets," Jan., 1926. 

• Figure 33 in Chapter XIV. 
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may hedge- himself by selling short in the future market an 
equal quantity of the same commodity. On the assumption that 
cash and future prices will advance or decline together, he is 
now in a position where any losses or gains due to unforeseen 
market changes resulting from his cash position will be offset 
by equal gains or losses from his future position. If prices 
should decline, he will lose on his cash holdings but gain equal
lyon his futures; if they should advance he will gain on his 
cash position but· lose correspondingly on his future. 

The concept of hedging as it is applied to commodities is 
thus comparatively simple. There is an existing risk, viz., the 
hazard that market prices will unexpectedly move so that a sub
stantial loss will be incurred. This risk is hedged or offset by 
setting up another, the counterpart of the first. A condition 
precedent to every hedging operation is that there be an existing 
market risk. This existing risk must in every case be one in
curred in the cash or spot market and be hedged by a transac
tion in the future market. Hedging may then be defined as the 
practice of buying or selling futures to counterbalance an 
existing position in the trade market and thus avoid the risk 
of unforeseen major movements in price. 

Hedging a Shifting of Risk.-The effect of setting up this 
counterbalancing position in the future market is to shift this 
major price risk formerly borne by the hedger to a second 
party. This point is highly important to an understanding of 
the usefulness of future trading. It may be conveniently il
lustrated by means of a diagram. In Figure 43 a trade interest 
is pictured as a buyer of 5000 bushels of wheat. As a result of 
this purchase he is long in the cash market by this amount and 
subject to the price hazard of an unforeseen decline in price. 
He hedges by selling short an equal quantity of wheat futures 
to a speculator. His position is now in balance with the effect 
of shifting to the shoulders of the speculator the hazard of a 
market decline. 

As we shall see a little later, it is not always though usually 
the case .that a speculator assumes the opposite end of a hedge 
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transaction. This speculator may continue to carry this long 
position as long as the trade interest requires a hedge. It is 
more than likely, however, that he will in turn sell to some
one else takipg his profit or loss and this third party carry for
ward the weight of the hedge. And so this particular position 
in the future market created by the hedger may be passed 
about from party to party a score of times before it is ultimate
ly closed. But as we have seen from the process of clearing 
future contracts, there must at all times be an equivalent long 
interest in the future market so long as this hedge sale re
mains open. The process of hedging, therefore, not only creates 
a. large proportion of the open commitments carried forward 
in the future market but also serves as the basis for much of 
the speculative trading. 

FIG. 43.-IIIustration of the shifting of price risk by hedging. 

An Illustration of Hedging.-Hedging is occasioned by a 
wide variety of situations no two of which are precisely alike. 
We will take as a starting point a comparatively simple il
lustration and move from this to a consideration of modifying 
conditions. Let us assume that a terminal elevator company 
located at Chicago buys 10 cars of No.2 White oats on August 
4, that these cars average 2500 bushels each, and that this 
purchase is hedged by the sale of 25,000 bushels of September 
oats. In Chapter XIV above the usual method of purchasing 
grain in car lot upon the Chicago market was described. Samples 
of each of these cars are displayed upon the cash grain tables if 
sold on consignment and the purchase price based upon the cur
rent future. We will assume in this case that the 10 cars were· 
all purchased at the same price of one-half cent under the Sep
tember and that the latter was sold as a hedge at one price, viz., 
42 cents. Our elevator company then stands hedged: long 
25,000 bushels of No.2 White oats costing 41~ cepts per 
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bushel and short 25,000 bushels of September oats futures at 
42 cents per bushel. 

Three, weeks after making this purchase a buyer is found 
for these oats, being an eastern client. He is willing to pay 1 ~ 
cents over the September for them loaded out at Chicago. Our 
elevator company accordingly buys in his hedge at the then 
prevailing price of September futures at 40y,l: cents and bills 
his client at 41~ cents per bushel. Were this entire transaction 
separately hand,led on the elevator company's books it might 
appear somewhat as follows: 

TABLE 2S.-AN ILLUSTRATION OF A HEDGED TRANSACTION IN OATS. 

Date Cash grain Amount Date Futures Amount 

Aug. 4 Bought 25,000 bu. 2 W. Aug. 4 Sold 25 Sept. oats @ 
Ollts @4U $10,375.00 42 $10,500.00 

2S Sold 25,000 bu. 2 W. 25 Bought 25 Sept. oats 
oats@ 41t 10,437.50 @4Oi 10,062.50 

Gross (gain) 62.50 Gross (gain) 437.50 
Less cost of handling Less commission Ilt 

and storage (@ 1i~). 437.50 members' rates 31.25 
Net (loss) 375.00 Net (gain) 406.25 

• Includes overh ... d of interest, salary and other expense items and competitive profit. 

In our illustration, the market for oats has declined during 
this three-week period 1 ~ cents as indicated by the future 
price. But the cash sale reveals an absolute gain of y,l: cent per 
bushel, and relative to the future price a basis gain of 2 cents 
per bushel has been obtained. The oats were purchased on a 
basis of ~ cent discount under the September future and were 
sold at a premium of 1 ~ cents over the future. It is this basis 
gain (or loss) that is all important to the hedger. Against any 
general movement in the market he is protected. If then he can 
so manage his purchases and sales that a basis gain results 
sufficient to cover his costs of operation and leave a profit, his 
business will be a success, and this regardless of whether the 
market is high, low, advancing or declining. In the above il
lustration costs of handling, storage, commissions and other 
minor items including a trade profit on the entire transaction 
amounted to $468.75 which, compared with the basis gain of . 
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2 cents per bushel on 25,000 bushels or $500, leaves a net 
profit of $31.25. 

The Nature of Basis Gain or Loss.-We need to analyze 
more fully the character and causes of basis gains or losses. 
The term "basis" is a generic expression applied in business 
usage, and particularly in the cotton trade, to a number of 
closely related situations. Thus the "buying basis" refers to 
the amount bid or paid per unit over or under some specified 
future. The "seIling" basis, similarly, refers to the amount over 
or under the future at which a sale of a cash commodity was· 
made or offered. "Basis gains or losses" as we have seen refers 
sometimes to gross and sometimes to net profit or loss result
ing from a round transaction relative to some future used as a 
hedge. The trade also refers, especially in cotton, to an "ad
vancing basis" or a "declining basis" while in grain these 
changes are more often referred to as changes in premiums or 
discounts over or under the future. 

We may render an account in the illustration presented above 
purely as a problem in basis. The items might be shown in the 
following form: 

Date 

TABLE 26.-AN ILLUSTRATION OF A HEDGED TRANSACTION 

AS A PROBLEM IN BASIS. 

Description Amount 

Aug. 4 Bought 25,000 bu. 2 W. oats @ t cents under Sept. 
19 Sold 25,000 bu. 2 W. oats @ Ii cents over Sept. 

Gross basis gain on 25,000 bu. @ 2 cents. ........... $S00.00 
Less cost of handling, storage, commissions and 

trade profit {expected) .......................... 468.75 

Net basis gain (unexpected)................... 31.25 

Here the gross basis gain is shown to amount to 2 cents per 
bushel or $500, the costs of handling, etc., including a competi
tive trade profit amount to $468.75 and the balance or net basis 
gain amounts to $31.25. 
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Gross oasis gain (or loss) is thus made up of two parts en
tirely different in -character. The first consists of those items of 
expense and competitive trade profit which the company can 
estimate and which they attempt to obtain upon entering the 
business venture. The second consists of a fortuitous profit (or 
an unforeseen loss) which the company cannot estimate or 
account for except in a very general way at the time the trade 
is undertaken. The first we may designate as the expected basis 
gain; the second as the unexpected basis gain or loss. Together 

. they account for the gross gain or loss. In actual practice it 
is, of course, impossible to precisely separate the expected from 
the unexpected basis gains or losses just as it is impossible to 
isolate the profit or loss on anyone complete transaction. But 
from this fact it should not be implied that careful estimates 
are not made at the outset and during the duration of every 
trade transaction in an attempt to measure a necessary or ex
pected basis gain. These estimates sometimes turn out too small 
and sometimes. they are more than sufficient. 

We have already given some consideration to the principal 
factors causing expected basis gains or losses. In Chapter XIV 
on the Interrelation of Cash and Future Prices the important 
influence of storage costs in causing cash prices to rise relative 
to future prices was considered. There is an expected basis 
gain, seasonal in character, due to this factor though as we 
have seen it does not always materialize and particularly in 
years during which commercial supplies are small. There is an 
expected basis gain whenever the quality or position of the cash 
commodity is improved. Cotton sorted into even-running lots 
commands a better basis than the same bales unassembled. 
Grain purchased in quantity from a terminal elevator will simi
larly command a better basis than the same quality purchased at 
country points with due allowance for freight and this again 
because of the expense in assembling. If storage charges· have 
been paid for some time in advance or elevation charges met, 
these items will ordinarily place the commodity on a better 
basis. So also any improvement in quality such as drying or 
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cleaning is expected to and ordinarily will improve the selling 
basis. 

Innumerable minor factors cause unexpected loss or gain on 
basis and supply the hedger with his chief concern. They con
stitute the principal limitation to a successful application of 
hedging. It is important to note here that loss or gain from this 
source should be measured only after allowance has been made 
for those gains or losses which may rightly be expected and ac
counted for in advance. In the illustration presented above, the 
elevator company sold the 25,000 bushels of oats at an advance 
of $500 over the purchase price, $468.75 of which was to be ex
pected and $31.25 of which was purely fortuitous. Had the sale 
price been at an advance of $400, all of the basis gain would 
have been expected and in addition an unexpected basis loss of 
$68.75 would have been sustained. . 

Protection Supplied by Hedging.-We are now in a position 
to summarize what the practice of hedging will accomplish and 
what it will not accomplish. Clearly it will not offset and should 
not offset expected basis gains or losses. As we have seen, cash 
prices normally rise relative to future prices as the crop year 
advances. They usually rise also with any improvement in the 
quality or position of supplies and it is through these sources 
that merchants derive the major part of their trade profit. It 
follows that if the cash commodity deteriorates in quality or 
position Or is carried from an old crop year to a new in years 
when the on-coming crop is large, the hedge will not offset the 
loss sustained. 

Hedging is designed to protect only against unforeseen 
major movements in price. After allowance has been made for 
any expected basis change in the relation of 'cash to futures,. 
it should serve to offset these large and uncertain price move
ments. Figure 33 above (page 255) illustrates a period of ten· 
years including a wide variety of situations for four different 
commodities and in which the major movements in cash prices 
are in general paralleled by the course of future prices. These 
are price movements which could not be foreseen in advance. 
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They are also movements caused by factors having a common 
influence upon both cash and future prices. 

After due allowance has been made for those relative changes 
in the relation of cash to futures which may be expected,9 there 
remains a body of minor, unexpected changes in basis against 
which the future hedge will not protect. Sometimes these un
expected changes result in gains to the hedger and sometimes 
losses. Sometimes they are brought about by factors affecting 
the future price and 'sometimes by factors affecting the cash. 
As a rule they are comparatively small though occasionally a 
relative and unexpected change of large proportions occurs. To 
some extent these unexpected basis changes are neutralized by 
counter movements at other times thus minimizing their im
portance. 

3. TYPES OF HEDGING IN GRAIN 

Net Commitments Only Are Hedged.-Grain dealers and 
merchants derive their profit from an improvement in the 
basis of their cash operations growing out of storing, shipping, 
mixing, conditioning and the general merchandising of their 
product. For this purpose they are continually in the market 
buying and selling as opportunity affords. The hedging posi
tion which they will need to carry growing out of these opera
tions will depend upon the size and character of their trade 
position. Thus a terminal elevator company may have in store 
2,000,000 bushels of wheat but it may at the same time have 
forward sales on its books for 200,000 bushels. In this case its 
net trade commitments amount to only 1,800,000 bushels. It is 
net long by this amount and will therefore need to have a net 
position in the future market short 1,800,000 bushels. If later 
this company should sell forward 80,000 bushels more, this 
would require a reduction of the future position to 1,720,000 
accomplished by buying in 80,000 bushels of futures. And so 
from minute to minute and day to day a company following a 

• This might be done in Figure 33 by using the 9-year average seasonal 
curves of Figure 3S though it is doubtful whether the latter are sufficiently 
representative to serve for this purpose. 
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consistent policy of hedging will buy or sell futures in line with 
its trade operations maintaining at all times a net future posi
tion equal and opposite to its net trade position. 

If at any time the forward orders of a firm are just equal to 
the supplies it has on hand, it will not need to carry a position 
in the future market. This policy is definitely followed by cer
tain products companies. Cash supplies of grain are purch~ed 
only as they are needed growing out of unfilled orders on their 
books. As orders are placed the supplies are purchased, thus 
maintaining a balanced trade position at all times. The seasonal 
and competitive character of most phases of grain merchandis
ing will not, however, permit this policy to be followed. 

It is in place here to observe, also, that while the net future 
position and the net cash position of a firm may be kept in close 
balance at all times, it is not possible in practice to allocate in
dividuallots of the cash position with corresponding individual 
portions of the future position. Purchases of cash grain are 
bought or sold at varying prices as are also the hedges sold 
against them. The former are frequently made in car lots vary
ing somewhat in size while the latter are made in even lots of 
5000 bushels. An excellent illustration of these facts is to be 
found in Table 16 (page 261) above showing the individual 
car-lot purchases and sales of wheat and oats made by an eleva
tor concern during a trading session and the hedges sold against 
these purchases. As: grain is purchased it is usually merged 
with other lots and its individual identity largely lost. This is 
also true of individual purchases and sales of futures because 
of the clearing system employed. 

Basis gain or loss, as presented in the illustration in the 
previous section, cannot ordinarily be measured, therefore, for 
individual transactions. Instead the company views its prol>
~M~~~~~~~~~~~~~~ 
plies on a basis which experience has proven will usually yield 
a profit. If it can not buy or sell on this basis then it will 
buy and sell at prevailing prices so long as business can be 
done at a figure which promises to meet at least prime costs. 
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Country Elevator H edging.-The practice of hedging among 
country elevators presents an interesting type in certain particu
lars. The size of country elevators ordinarily precludes the 
holding of grain for any length of time to earn a storage 
charge. Country elevators have a total capacity usually of only 
25,000 to 50,000 bushels and this must be divided into a num
ber of bins to provide for various gnldes and kinds of grain. 
Accordingly from time to time as grain comes in they make up 
car lots to be sold at an interior or terminal market. Their use 
of hedging, so far as their holdings of actual grain is con
cerned, is therefore limited mainly to the interval of time be
tween the acquiring of grain from the farmer and its disposal, 
a period at most covering only a few weeks. Partly because of 
this short period of time and partIy because it is difficult to 
hedge small quantities, basis loss (or gain) becomes relatively 
important. This is particularly true for firms operating but one 
or two elevators. The larger firms having their head office at a 
terminal point and operating a chain of elevators are better 
able to meet this problem and among these line companies, 
especially in the Northwest spring wheat territory, the regular 
hedging of supplies is the practice,-a net balance of supplies 
being determined toward the middle of each day by each coun- . 
try elevator and telegraphed to the central office there to be 
combined and the net total hedged. But among the smaller 
country elevator companies the practice of hedging long com
mitments of grain is less common. 

It is not uncommon for a farmer to bring his grain to the 
country elevator and instruct the manager to hold it until told 
to sell. In an effort to obtain as much business as possible, the 
manager will accept the grain, issuing to the farmer a storage 
ticket indicating the amount and grade received. The elevator, 
however, cannot keep any sizable amount of such grain on 
hand and particularly in the fall of the year when it is most 
likely to be received. Accordingly, it is shipped out and sold, at 
the same time an equivalent amount of futures being bought as 
a hedge. 
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The theory of this operation is simple enough. The elevator, 
having disposed of the grain supposed to be held in store, be
comes short of that amount of grain. Later when the farmer 
orders his "stored" grain sold, the manager will be called upon 
to pay the farmer the then prevailing price. If grain has gone 
up in price during this interval,· the country elevator will lose 
heavily; if it has gone down it will correspondingly gain. To 
avoid this market hazard the elevator buys an equivalent 
amount of futures (or as near an equivalent amount as possi
ble). Then if prices advance, the loss on the short position in 
"stored" grain will be offset by the gain on the long position in 
futures; and similarly, if the market declines the gain on the 
stored grain will be o~set by a <:orresponding loss on the fu
tures. 

From this reasoning it would seem to follow that the elevator 
would be just as well off under the plan of hedging "stored" 
grain as in actually keeping the grain on hand until it is ordered 
sold. This is, however, usually not the case. As we have already 
observed in this and former chapters there is a normal ten
dency for the cash commodity to rise in price relative to the 
futures as the crop year advances reflecting a carrying charge. 
In most years this will amount to several cents through a period 
of 5 or 6 months. If then the farmer orders his grain "sold" 
in the spring the cash price will then be higher relative to the 
future than it was in the fall. To this extent the elevator will 
not be hedged and will be sure to lose whether the market in 
general advances or declines.10 The solution to this problem is 
for the <:ountry elevator to either charge the farmer a certain 
amount per month to "store" the grain,-an amount sufficient 
to offset this loss,--or to agree at the time the grain is accepted! 
that when ordered sold the price to be paid will be at the same 
discount relative to the future that it was at the time received. 

Hedging uTo Arrive" Purchases.-Bids to the country on a 

• Subiect to any income he may derive from the use of the money ob
tained from the sale of the stored grain which, however, will not approxi
mate the loss on the hedge. 
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"to arrive" basis are regularly made each day by firms located 
at terminal markets. These are sometimes made during the 
trading session and subject to immediate acceptance, but usually 
at the close or 1 : 15 and good until 9: 30 the following morning. 
A terminal elevator manager originating a bid is faced with 
the problem of possible acceptances by country elevators and 
cash commission houses and no market upon which his hedges 
may be placed. He has the alternative of anticipating these ac
ceptances, making an estimate of their probable amount and 
hedging this amount before the market closes, or of waiting 
until the following morning and hedging upon the opening of 
the market at 9:30. As a rule the latter course is followed be
cause of the difficulty of estimating probable acceptances. If 
the market opens down the following morning basis loss of 
that amount will result; if it opens up basis gain will accrue 
to the buyer. These minor gains or losses over a period of time 
tend, however, to offset each other. 

Protective Effect of Hedging to Those Who Do Not Hedge. 
-It is in place at this point to observe the effect of hedging, 
particularly by large terminal houses, upon small buyers and 
sellers who do not themselves hedge. Country houses operating 
but one or two elevators usually do not follow a consistent 
policy of hedging. This is partly due, as we have seen, to the 
fact that the basis hazard is relatively large. It is partly due, al
so, to the fact that a wide variety of direct bids, either "on 
track" or "to arrive," are continually being received. If these 
are in amounts and for terms of shipment which the country 
elevator can meet, there is little need to hedge. As purchases 
are made from the farmer, car-lot sales can be made direct to 
interior or terminal buyers at· a definite figure and thus the 
price hazard can be immediately passed on. 

The point to be observed is that were it not for the fact that 
the larger terminal buyers can hedge their purchases on a fu
ture market, they would be much more reluctant to put out 
unlimited bids direct to country elevators. The effect, therefore, 
of an available future market is to broaden materially the cash 
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grain market at country points. In this connection it is sig
nificant to note that in the spring wheat area where consign
ment of grain by country elevators for sale at a terminal cen
ter is the regular practice, it is customary to hedge, while in 
the winter wheat area where direct selling prevails, hedging is 
not the regular practice. U 

The availability of a hedging market extends its influence 
to farmers in a number of ways. As we have seen farmers not 
infrequently "store" their grain at country elevators to be sold 
later. The country elevator manager is willing to enter into 
this agreement only because he can hedge at the time of sale 
by a purchase of futures. At other times farmers sell their crop 
at a definite figure with the understanding that it will be de
livered to the country elevator sometime within the following 
month. Here, again, the protective feature of a hedge or a "to 
arrive" sale makes it possible for the elevator to make such a 
forward purchase. A number of the larger flour mills also go 
to the country to secure in advance supplies of a quality which 
they are likely to need. While their purchases are made as 
a rule from country elevators rather than farmers they sup
ply a market which would not be available were they unable to 
hedge their purchases. All of these advantages can be expressed 
in terms of buying or selling margins. In the absence of a hedg
ing market, it is entirely possible that country elevators would 
continue to freely buy or store farmers' supplies and that ter
minal elevators and mills would also as freely bid the country 
for supplies. But if so they would most certainly need to oper
ate on a wider margin of gross profit in order to weather un
usual and unexpected movements in price. 

Observations made with regard to those who sell to terminal 
elevators and mills are also equally true of those who buy from 
these larger dealers. Food products companies and particularly· 

II See Re~ort of the Federal Trade Commission on the Grain Trade, 
VoL I, p. 215 which classifies the percentages of consignments to direct sales 
by states and compares these with the proportion of hedging. See also 
the hearings before the Committee on Agriculture, H. of R. on Future 
Trading, Jan. 1921, p. 33 for a similar comparison. 
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baking companies do not as a rule hedge their purchases of 
grain or flour. One reason is that their gross profit as well as 
their net profit is only partly dependent upon the course of 
grain prices. But another is that they have an ample market in 
grain and flour continually available to which they can tum at 
any time for necessary supplies. Here again, however, this mar
ket would either not be available. to them in its present broad 
character or wider margins exacted were it not for ample hedg
ing facilities. This indirect effect of hedging is a feature often 
overlooked in appraising the influence of the practice. 

Giving Up a Future.-Among flour milling companies and 
terminal elevators and in the export trade, it frequently hap
pens that a hedge is effected by means of a practice referred 

. to in the trade as a "give up." An illustration will serve best 
as an explanation of this practice. Suppose that on February 4 
an exporting house, X and Company, receives a bid from an 
English client, K and Company, for 80,000 bushels of No. 2 
Hard Winter wheat d.f. Liverpool April delivery at 16 over 
the May Chicago future and that the exporting house accepts 
this bid. As a result X and Company will need to buy 80,000 
bushels of wheat futures immediately as a hedge. The importing 
firm, K and Company, will doubtless also want to hedge its 
position, in this case by a sale of 80,000 bushels of wheat fu
tures. The logical thing to do would be for K and Company to 
sell 80,000 May wheat to X and Company. Assuming this were 
done, K and Company would be said to have given up the future 
to X and Company. 

The interesting feature of this arrangement is the price at 
which the future is turned over. This is purely a nomin'al figure. 
Since the export trade was made on the basis of a future,-16 
cents over May, Chicago,-it is of no material importance just 
what the give-up price should be. If it is high then the import
ing firm will pay more for its cash wheat but realize corre
spondingly more upon its fut!lre sold as a hedge; if it is low 
it will pay less for its cash wheat but in tum realize corre
spondingly less upon its future. The same is true for X and 
Company, the exporting house. . 
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To illustrate this point let us assume two different figures at 
which the future is turned over,-one at say $1.20 and the 
other at $1.30. Let us further assume that the exporting firm 
X and Company on January 20 had purchased the 80,000 
bushels needed to fulfill this export contract at $1.05 per bushel 
and hedged it by a sale of May wheat at $1.08. Set up in the 
form of an account using $1.20 as the future price in Case I 
and $1.30 in Case II, the exporting company would then make 
the following gross profit: 

TABLE Zl.-AN IllUSTRATION OF THE USE OF A "GIVE UP" IN HEDGING, 
USING Two DIFFERENT FUTURE PRICES. 

CASE I 

Date Cash wheat Amount Date Wheat futures Amount 

Ian. 20 Bought 80,000 bu. @ $1.0S • 84,000 Ian. 20 Sold 80,000 bu. May 

Sold 80,000 bu. @ 16¢ over 
@'1.08 $86,400 

Feb. « Feb. « Bought 80,000 bu. May 
Mayor'I.36 108,800 @.1.20 96,000 -- --

Grosa profit $ 24,800 Gross loss $ 9,600 

CASE II 

Date Cash wheat Amount Date Wheat futures Amount 

1 ..... 20 Bought 80,000 bu. @ '1.05 $ 84,000 1m. 20 Sold 80,000. bu. May 

Sold aO,ooo bu. at 16; over 
@$1.08 $ 86,400 

Feb. « Feb. « Bought 80,000 bu. May 
May@$I.46 116,800 @$\.30 104,000 

-- --
Grossprofit S 32,800 Grosslosa $ 11,600 

In both cases the gross profit, after accounting for the loss 
on the futures, is the same, viz., $15,200. This would be the 
case were any other future price chosen so long as the basis 
of 16 over remained the same. Similarly the importer is un
affected by the figure used to turn over the future. It is very 
much like the settlement price employed in the clearing of 
future contracts. Usually the figure agreed upon is the nearest· 
round figure to the current future price at the time of ac
ceptance. 

In giving up a future, the general rules of the exchange that 
trades must be. made in the pit by open outcry and subject to 
any acceptance a;e not observed. Special rules relating to give-
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ups permit 'their use by private arrangement.12 It should not be 
thought, however, that in shifting hedges in this fashion hedgers 
cease to rely upon the parallel relationship between cash and 
future prices for their success. In every case the success of the 
hedged transaction continues to depend upon the basis of pur
chase and sale of the cash commodity relative to the future. 

The illustration of a give up as just described may be used 
to meet a wide variety of conditions. The buyer may be long 
in the future market and the seller short. In giving up a future 
in exchange for a cash trade both the buyer's and the seller's 
position in the future market will be liquidated. In other cases 
neither the buyer nor the seller may have a position in the fu
ture market in which an exchange of a future would result in 
giving each a position, one long and the other short. In still 
other cases the exchange may liquidate the future position of 
one party while increasing that of the other . 

.. Rules and Regulations of the Chicago Board of Trade, 1930, p. 209. 



CHAPTER XX 

HEDGING (Continued.) 

4. TYPES OF HEDGING IN CoTTON 

Most of the aspects of hedging described in Section 3 are 
characteristic of both cotton and grain. In some particulars, 
however, hedging in cotton is unlike that in grain. It is not 
possible, for example, to mix cotton and to work off the in
ferior qualities with the good with the result that the poorer 
qualities or at least those for which there is little demand, often 
exert a strong influence upon the future market to the ad
vantage of some and to the detriment of others. 

Straddling and H edging.-.Spreading or straddling is close
ly related to the practice of hedging, both in grain and cotton. 
In cotton especially it plays a highly important part. As we have 
seen, the hedger is a dealer in basis or relative prices. His trad
ing is in form, though not in purpose, identical to that of the 
straddler or spreader. He buys in one market and sells in an
other with the thought that later he will reverse this process to 
reap a trade profit. So also he will shift his future position 
from one market to another or from one future to another and 
perhaps a little later back again for the purpose of improving 
the basis upon which his hedges were originally placed. In do
ing this he is in reality spreading, though these transactions con
stitute a regular part of the hedger's operations. Among some 
of the larger firms both in cotton and grain this business is as
signed to a separate department and set up as a distinct ac
count. Prices upon each of the leading exchanges are closely 
followed, the factors likely to playa part in any relative change 
in price continually weighed, and from time to time market 
positions shifted accordingly. When a hedged position is ulti
mately closed, any basis gains (or losses) growing out of these 
spreading operations become a part of the general profits (or 
losses) growing out of the future position carried as a hedge. 

397 
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It is the practice .among the leading cotton firms to greatly 
enlarge their hedge position through the use of straddles. Thus 
suppose a firm to have on its books as of September 1 a volume 
of forward orders amounting to 16,000 bales and to have aC
quired by that date 3,000 bales of cotton preparatory to filling 
these orders. As a net figure, a long position in the future mar
ket of 13,000 bales would suffice to hedge the firm's trade posi
tion. Instead, however, it will likely carry a long position of 
16,000 bales in some future as a hedge against its forward busi
ness and 3,000 bales short in some other future or perhaps in the 
same future in a different market as a hedge against its stock 
on hand. In addition it may add a straddle of 20,000 bales 
long and short distributed between vari9us markets and fu
tures. 

The effect of this combination of straddles and hedges is to 
greatly enlarge the opportunities to the firm of shifting its fu
ture positions to meet changing trade or technical conditions 
and thereby to add to the ultimate profit of its business. It 
gives to the firm greater freedom of action or, to use a bank
ing term, it adds liquidity to its commitments both in the spot 
market and in the future market. If a near-by future becomes 
unduly low relative to one more distant, a portion of the strad
dle can be shifted by buying the near and selling the far. If 
prices do not right themselves, delivery can be taken and 
carried over to meet the more distant sale. At other times it 
may appear advisable to straddle between markets. As we have 
seen in earlier chapters, widely distributed positions of this 
character also afford the firm an opportunity of threatening 
delivery where or when it is not wanted or of threatening to 
take delivery when conditions are adverse to the seller. 

These are operations filled with pitfalls, of course, since they 
imply positions of a size large enough to cover several markets 
and futures, and if undertaken they are likely to meet with 
opposition by other~. Ample capital is needed and, in addition, 
keen insight into probable developments in basis or relative 
prices during each season. 
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Anticipating Hedge Requirements.-Mention should be 
made of certain types of operations more common in cotton 
than in grain which while not hedging are commonly associated 
with hedging. Depending upon the character of the crop and 
the carryover together with mill conditions, a cotton merchant 
may be required to place a large volume of selling hedges or a 
large volume of buying hedges. Thus suppose that during the 
summer a large crop of good grade cotton is in prospect with 
very little forward business being placed. In a season of this 
kirtd it is almost certain that the bulk of the hedges will be 
sales to offset spot purchases. It will be necessary for the cot
ton merchant to "go short of the basis." If a firm plans to do 
a business of 150,000 bales during the coming season it will 
need to sen a much larger volume of futures than it will need 
to buy. If it waits to place its hedges as its actual cotton is 
bought it may find that future prices are weak because others 
are also selling in large quantities. Accordingly the merchant 
may decide to start selling the futures at once in small 
amounts each day with the belief that prices will later be 
lower. This is, of course, just an open speculation though in 
view of the type of business expected during the coming sea
son it may ultimately prove to be a wise policy. As the season 
advances and cotton is acquired, the firm is then covered with 
respect to the general price movement and is not obligated to 
enter the future market under adverse conditions. Of course 
if the crop turns out to be of poor quality or demand develops, 
unless the firm promptly changes its policy, loss will be sure 
to result. In a year in which it is believed the volume of for
ward orders will be large and in which it will be necessary 
to go long of the basis, the merchant may anticipate this need 
by buying futures in advance of the crop movement. This is 
again an open speculation but may ultimately prove profitable. 

In connection with the straddle-hedging operations of firms, 
it is sometimes advisable to place straddles before the crop mov
ing season gets under way and then as forward orders are 
placed or as cotton is acquired to raise the appropriate end of 
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the straddle; This again avoids at times the necessity of forc
ing the market when the basis is temporarily adverse. It is also 
the practice among some firms to lift their hedges or fail to 
place them at the outset depending upon the general level of 
spot prices and crop outlook. This mixing of hedging and 
speculation is sometimes referred to as "speCUlative hedging." 
More properly it should be thought of as "speculation and hedg
ing," and if not engaged in by a firm thoroughly familiar with 
futures, is likely to end by being solely speculation. 

Call Cotton.-A practice distinctive of the cotton trade is 
the selling of cotton "on cal!." While not essentially a method 
of hedging, it is closely related to the hedging operations of 
merchants and being somewhat more involved than the usual 
forms of spot transactions its consideration has been. deferred 
to this point. Selling cotton on call has developed largely since 
the World War due to hand-to-mouth buying by retailers and 
wholesalers of cotton goods. Because of this latter practice, 
cotton mills in turn have been loath to buy cotton until sure of 
sales in finished form .. They accordingly contract with mer
chants for the quality and probable quantity of cotton they will 
need over a period of several months, the price to be determined 
some time during the duration of the call. 

Thus a particular mill on October 10 might estimate its needs 
for the next 6 months to be 2000 bales of Strict Middling 
white ~ inch Texas cotton. It would inquire of a dealer what 
it will quote this cotton for on call delivered at the mill. The 
merchant will note the prevailing basis for this grade of cotton 
on one or more markets which might be 40 points on May; it 
will estimate the cost to deliver or "land" the cotton at the mill 
with some allowance for profit; it will consider any likely 
changes in basis, the character of the crop, the ease with which 
business is being placed, the credit standing and reputation of 
the mill and more or less consciously many other factors. It 
may then offer to sell at 140 on May. Assuming that the mill 
accepts this offer, it will have the right to determine the price 
of the cotton at any time during the duration of the contract by 
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.... -_ ........ 
CONTRACT OF SALE 

TO L. It. Cl ..... & Co •• 
N1 81... .. •• 

FROM I.. w. I'a4e & lou. 
1I000000w.., ~. 

WE CONFIRM SALE TO YOU OF 
( lIOOO ) BALES OF COTTON, GRADE: ftBIot IIIlIDUlIG, 7/aa. ~, 

PRICE: Price sba1I he fixed 011 or before noon jpril I, 1930 
at 140 polD~.(1.4 _ta) 011 the price of contracts for JU.r 

401 

defuoeriee 011 Iln Toft Cotton EKcbaDge as pun:hased by seller 1IpoD 
""";pt of notice from buyer to fut the price. Otherwise at 140 polnt. 
011 price of Contracts for IIAY deliveries on Iln To1:'l< 
Cotton &cbanae as pun:hased by seller at ezpiration of time mentioned. 

SHIPMENT (time) PnIIp' 
SHIPMENT (to) ""nlIanc1/.,..waterancl/.,..~· L. It. Clarl< & 00. 
FREIGHT: Paid.,.. allowed to ~all 111.81', .... 
REIMBURSEMENT: By eight draft 011 t.. It. OWl< " Co. 

Sight drafts for approximate value to he made at time of shipments and thereafter amounta 
equivalent to market fluctuations exceeding one-baIf cent ("c.) per pound to he remitted by 
either party uPOD request, ancIliDaI settlement to be made when price fixed. 

REMARKS: BIJ. attllChe4 to .,..&1, - Iln Yorl< 1'Im4a. 

CONIlll1l»iS< 
_ .. ___ pnrrid<d,k .. -._IheJl_ ....... _lr .... ~-'--__ _ 

--are 10 sowera an4 are betOJ' ma4e. part of this ccmt:ract. The Idu Mall DDt be liable for delq ... 
fdure to make de1ive:r7"" for d.a1ncscaused bJ acta of God. me. war, rtow.. ~ embara:o. quarantiae 01' 0Iher catlI8-
liIeroDdiDJCDIlUGl. .lftsaraDatatbuyen~fromt:imeaf.'blpmmtCftPt .. CIJ'IOel'ed bF adlda are eMI~ IMriDe pdq. 

IN WITNESS wbeIeof the parties IuIve signed the iDstrument ill dupIicaIe. 
(Seller) 

(fitle) 

FIG. 44.-Reproduction of a "call" contract for cotton. 

calling it, i.e., notifying the merchant. The actual purchase 
price will be the price of the May future on the day called plus 
the "on" difference of 140 points. Figure 44 is a reproduction 
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of a call contract using the facts just described. If the cotton is 
not called by the mill some time during the period of the con
tract, it is .automatically called on'the last day. Usually, how
ever, arrangement can be made to extend the period though this 
may be costly to the mill. 

The advantages of this arrangement to the spinner are these: 
(1) It gives him definite assurance that he will have an ade
quate supply of the particular quality of cotton he needs. (2) 
It permits him to fix the price of this cotton in line with the 
sale value of the product. It thus meets the special needs of 
mills which are able to anticipate about what their volume of 
business will be during the next few months but which have not 
as yet made the sales. Cotton moves most freely in the fall of 
the year and to wait until sales are made before acquiring the 
necessary supplies might result in the mill not being able to find 
adequate supplies of the quality needed. As sales of goods are 
made the mill may call a portion of the cotton as needed or it 
may call it all at some particular time. If the general level of 
cotton prices declines, to meet competition it will probably have 
to sell at lower figures. But it will in turn obtain its supplies of 
raw cotton at a lower level by an amount equal to the decline 
in the futures. If prices advance, it will sell at higher levels but 
it will be necessary to call its supplies at a higher price. Viewed 
in this light this process has some of the aspects of a hedge. 
The trouble in practice is that many mills do not view their call 
contracts in this light. This phase of the problem is presented 
in the following section. 

So far as the merchant is concerned he will need to hedge 
the supplies involved under his call contracts (by sales of fu
tures) from the time the cotton is bought until the date it is 
called. In practice the purchase of the futures by the merchant 
on the day the cotton is called serves the double purpose of 
closing the merchant's hedge and establishing the basic price for 
the call contract to which is added or subtracted the agreed 
difference on or off the future. 

Mill Speculation in Call Cotton.-The practice of buying 
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cotton on call which has developed so largely since the war 
has brought with it a considerable amount of speculation on 
the part of mills. A necessary part of the theory of buying on 
call is that the cotton be called as sales of goods are made. By 
so doing supplies of cotton are acquired at a price in line with 
prevailing prices for the finished product. The temptation, how
ever, is to try to do better than this. If, for example, a sale is 
made based upon call purchases at 150 on the May with the 
price of the May future at 15 cents, then if the mill does not 
call the cotton at the time of the sale and. later the May future 
declines to 14 cents, the cost of the cotton is one cent per 
pound less. If prices advance a loss is of course sustained. 

\Vhat the mill is doing, therefore, is simply speculating on 
the course of the market and for this purpose it might just as 
well buy futures outright. If successful it will not need to 
operate its mills since it can do better in the future market and 
if unsuccessful it will not be able to operate. In some cases mills 
have been known to carry forward their calls for months after 
the cotton has been received, consumed and the product dis
posed of. As a protection to the merchant such contracts are 
treated in the same way as a margin account after the cotton 
has been delivered to the mill Not infrequently they are ex
tended to more distant futures as they approach the date of 
expiration. 

5. TRADING IN BASIS 

When a merchant or dealer or shipper hedges, he substitutes 
a smaller risk per unit of the article handled for a larger one. 
He eliminates the risk of an adverse change in the general level 
of prices of the commodity hedged while continuing to carry 
the risk of a relative change in price. In the usual explanation 
of hedging, attention is directed mainly to the fact that the 
risks involved in major movements in price have been elim
inated. The question of basis or relative-price risk is dismissed 
with the statement that sometimes the basis moves against the 
hedger, sometimes in his favor, but over a period of time 
sufficient to permit the law of average to work he is likely to 
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neither gain' nor lose due to this element. In fact, however, this 
mayor may not be true. If a firm regularly uses its credit to 
the limit, it may lose enough on basis almost any season to 
entail financial ruin. The crop year 1929-30 was an excellent 
year for hedgers long wheat and short futures but for many 
flour milling companies having large volumes of forward or
ders outstanding and hedged by purchases of futures it was a 
year of large losses. 

The Influence of Credit.-Basis risk assumes its greatest 
importance among the wholesale handlers of grain and cotton: 
dealers, merchants, elevator interests, shippers. It is at this 
stage in the merchandising process that hedging is most widely 
and effectively used. Partly because their volume of business 
varies widely from season to season and in part due to the fact 
that commodities in the process of being marketed constitute 
excellent collateral, these interests borrow heavily from banks. 
By following a policy of hedging they are able to command 
still larger extensions of credit relative to the size of their busi
ness. So long as business moves along smoothly and interest 
rates are not too high, profits will be large per dollar of capital 
invested by the firm. It is the familiar story of trading on the 
equity. 

This point is emphasized here because it is extremely perti
nent to the matter of basis risk. A firm having capital of its 
own of $1,000,000 might do a yearly volume of business 
amounting to say $5,000,000. If they borrowed $4,000,000 
they might then do a business of $25,000,000 in which their 
profit per dollar of capital invested might be several times 
larger than without borrowing. But if their possible profit is 
larger so also is their possible loss. The basis risk involved in 
this problem affects the firm in precisely the same way that the 
market risk affects an individual when he decides to trade on 
margin in stocks or bonds instead of buying outright. The risk 
element increases rapidly as the commitment per dollar of 
owned capital increases. 

Viewed in this light it will be readily seen that basis varia-
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tions are not minor matters to the grain or cotton merchant 
which will iron themselves out over a series of years. They 
are a highly important element in determining whether the year 
will close with a profit or a loss. Losses or gains from this 
source are small per unit of commodity dealt in but they are 
large per dollar of capital invested and the latter is the im
portant consideration to the company. 

Profit or Loss from Basis.-The firms who are skilled as 
dealers in basis will grow and profit and will be able to outbid 
and outsell their competitors. Those who are not as skillful 
will operate under a distinct handicap. We have in earlier chap
ters touched upon the more important of the factors causing 
basis or relative changes between cash and future prices. Some 
of the elements are natural and some are artificial. Some can 
be foreseen fairly well and can be accounted for at the time 
of making purchases or sales. They have been referred to 
as expected basis gains or losses. Most important in this 
group are relative variations due to carrying the commodity 
forward in point of time within a given season, changes in the 
condition or quality of the commodity c\nd changes in its posi
tion. Despite the fact that these elements can be estimated with 
some measure of accuracy, it is surprising how often they are 
not properly taken into account in buying and selling. Other 
factors are unexpected, cannot be foreseen and cannot be pro
vided for in advance. Factors of weather are examples of this 
type. To an individual firm the dividing line between those 
changes which are expected and those which are not is largely 
a matter of experience and ability to appraise present and 
probable future conditions. 

Hedging policy as it applies to the wholesale handling of 
grain and cotton may then be stated as follows: It consists of 
dealing in futures (1) to counterbalance a trade position for 
the purpose of avoiding the risks of adverse major movements 
in price; (2) to profit from expected basis changes in price; 
and in addition, (3) to profit if possible from unexpected~ 
changes in basis or to maintain a volume of business suf-
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ficiently large and over enough years so that unexpected gains 
will at least offset unexpected losses. Some firms succeed in ap
plying this· policy and prosper while others do not and fail. 
Certainly the mere act of setting up a future position to 
counterbalance a trade position does not.constitute an insurance 
or guarantee that a profit will appear at the end of the year 
or that loss will be avoided. Hedging insures against the single 
hazard of adverse major movements in, price. It does not in
sure against inefficient management, deterioration in the com
modity, changes in freight rates, handling costs, tariffs, carry
ing costs and many other factors despite the fact that it is 
sometimes expected to do so and after a loss has occurred is 
blamed as the cause of the loss. 

Basis Risk in Inverted M arkets.- It sometimes happens in 
grain and frequently in cotton that within a crop year the more 
distant futures will be lower in price at any given time than 
the near-by futures. The question is sometimes raised: can a 
firm effectively hedge its trade position in an inverted market 
of this type? The answer to the question depends upon the kind 
of a position which it is desired to hedge. A firm having for
ward sales in excess of supplies on hand can hedge effectively 
enough if it buys its supplies as they are needed. It is also 
possible for a firm to hedge a net long trade position by sales 
of futures in a market of this kind if the position hedged is 
small and the turnover rapid. But for the firm having large 
supplies on hand and no forward sales, and which expects to 
effectively hedge by sales of futures the outlook is poor. It is 
of course possible that cash or spot prices may advance to a 
still larger premium but there is a large element of chance in 
such an assumption. 

We may state this matter in broader terms. In seasons in 
which the distant futures range lower than the near-by futures, 
there is a tendency for business to be carried on a hand to 
mouth basis; either commercial supplies or supplies deliverable 
upon future contracts or both are likely to be small. Mills will 
tend to buy their supplies when and. as their customers buy, 
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and merchants in tum will tend to buy their supplies only as 
they place forward orders. This situation may continue 
throughout the season or possibly later on commercial supplies 
or deliverable supplies or both may increase and reverse the 
relative position of prices. 

In seasons or periods of large commercial and deliverable 
supplies, the initiative must be taken by the merchants and 
elevator companies. But it is only taken because spot and cur
rent future prices are low relative to the more distant futures. 
Supplies are stored to await mill purchases and mill stocks 
are built up in prospect of orders. While certain types of 
hedging are thus difficult for certain interests and in certain 
years, good hedging practice tends to avoid these types and 
to adopt a policy which will fit into the prevailing situation as 
far as possible. This is but another way of saying that hedging 
is something more than simply setting up counter future trans
actions and hoping for the best. 

An Illustration.-Figure 45 has been prepared to show the 
extent to which basis changes occur in cotton within each year' 
and from year to year. Spot prices for Middling white cotton 
shown as "on" or "off" differences relative to future prices at 
New Orleans on Monday of each week during 9 crop years, 
1921-30. At the bottom of the chart the average of correspond
ing weeks for the entire period is shown.1 Considered by years, 
it will be seen that certain of the seasons were predominantly 
periods of premium prices for spot cotton. This was notably 
true for the years 1922-23 and 1923-24, years during which the 
boll weevil damage was large and current demand strong. The 
year 1925-26 was also a premium year for Middling and higher 
grades of cotton. During years of this type, hedging require
ments are more likely to grow out of forward sales than 
supplies on hand, trade positions being kept in balance as far 

I The plan of preparation here is the same as that described above in 
Chapter XIV p. 2m ff. Each of the 6 principal futures were used, over
lapped three weeks at transition points, and the price adjusted by the aver
age difference. 



408 FUTURE TRADING 

as possible and hedges limited to periods of time as short as 
possible. Other years, such as 1924-25, 1926-27 and 1929-30 
were years 'during which spot prices were at a discount during 
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FIG. 45.-Changes in spot cotton prices relative to future prices, New 
Orleans Cotton Exchange, by weeks, for 9 crop years, 1921-1930. 

the fore part of the season to advance relative to future prices 
as the season advanced. These were years during which wise 
hedging policy would dictate going short of the basis, i.e., sell-
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ing futures against purchases of spot cotton in excess of for
ward sales. 

An examination of fluctuations occurring from week to 
week within each crop year shows changes of large proportions 
when translated into profit or loss to the hedger. This was 
especialIy true during the years 1921-22, 1922-23 and 1923-24, 
years of high and uncertain prices. Variations of lesser 
amounts, and not attributable to the seasonal trend of spot 
prices relative to futures, are also to be found in the other 
years. The question may appropriately be raised whether these 
are typical years for cotton, particularly in view of the boll 
weevil. The answer is that considered as individual seasons, 
typical years are difficult to find. Similar comparisons over 
this same period for wheat, corn and oats, while showing 
more clearly defined seasonal movements, also show large week 
to week variations. 

Do Hedgers Benefit by Hedging?-We have stated that 
hedging serves as insurance against major movements in price. 
Because of this fact, hedgers are able to do a larger business 
with the same amount of capital. This means smaller costs 
per unit of commodity handled, and if the same gross margin 
between purchases and sales prices can be maintained, larger 
profits to the hedger. It is a question, however, in a commodity 
in which hedging is the general practice, whether this increased 
profit has continued to redound to the benefit of hedgers. It 
seems more likely that through the force of competition the 
margin between purchase and sales prices has been reduced in 
proportion to the lower handling costs and that this initial 
benefit has long since been passed on either in the form of a 
lower price to the consumer or a higher price to the producer. 
Studies which have been made of the margin of gross profit 
per unit of commodity handled by grain and cotton merchants 
tend to substantiate this view. If this is the case, the only bene
fit which hedgers may be said to derive at the present time from 
hedging is the competitive one of being able to foresee and to 
some extent create relative changes in price. 
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This point is pertinent to the attitude which merchandisers 
of commodities assume regarding the usefulness to them of 
hedging. In grain and cotton where the practice is in common 
use these interests take the position that hedging is a great 
benefit to them and that to destroy this device would be tanta
mount to destroying their business. In other commodities such 
as wool and the metals, where the practice has little vogue, 
the wholesale handlers are quite generally opposed to the de
velopment of this plan and are equally sure that its adoption 
would throw their business into chaos and ruin. 2 It is clear, 
however, that under either system some will profit and some 
will not; and to the extent that there is a general advantage 
in either plan it is doubtless passed on through the force of 
competition to the benefit of others.8 

6. THE EXTENT OF HEDGING 

Some information is available on the extent to which hedg
ing is currently practiced. Its use varies widely between com
modities in which future trading is maintained as well as be
tween the various interests engaged in the marketing and 
merchandising of anyone commodity. Its widest application is 
in grain and cottop though it is employed to some extent also 
in certain of the other commodities. We have limited our defi
nition of hedging to protective transactions made in futures 
so that the extent to which it is practiced in anyone com
modity may to some extent be. judged by the importance of 
the future market or markets in that commodity. If the trade 
in futures is insignificant, the extent to which hedging is em
ployed must necessarily be small. 

Hedging in Commodities Other than Grain and Cotton.
There have been no attempts to quantitatively measure the 

• Cf. Spurr, J. E. and Wormster, F. E., The Marketing of Metals 'and 
Minerals, N.Y., McGraw-Hill, 1925. Also "A Wool Futures Market Sug
gested," in Bulletin 0/ the National Assn. 0/ Wool Manufacturers, July, 
1927. 

• cr. Cox, Reavis, Hedging Cotton, being a series of articles appearing 
in the New York Journal of Commerce during May, June and July, 1929. 
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extent of hedging in any of the commodities except that of 
grain. Representatives of the various future markets, as well 
as commission firms members of these markets, have fre~ 
quently stressed the importance of hedging commitments upon 
their exchanges and from these statements we may conclude 
that some hedging is done. But we have no way of judging 
how extensive the practice is and, since the wish is likely 
father to the thought, we may be fairly sure it is no more 
important than the statements suggest. We will have to rest 
content, therefore, with the statement that some hedging is 
done upon these smaller and newer commodity markets and 
that doubtless it is in a general way proportional to the size of 
their future trade. 

Hedging Cotton Commitments-Although there have 
been no comprehensive surveys made of the extent of hedging 
in cotton, the question has been raised at various times in 
Congressional hearings and elsewhere to throw some light upon 
the extent of the practice. Among the cotton merchants, deal
ers, shippers, exporters, those who share in the wholesale 
handling of raw cotton, hedging is the general practice. There 
are, of course, times when some firms carry a trade position 
unhedged and there are differences between firms in the con
sistency with which their position is kept in balance but it is 
decidedly the rule rather than the exception for cotton mer
chants to keep their positions even. 

Among the smaller local dealers in cotton and among the 
farmers, hedging is used very little. Street buyers, country 
merchants and other local dealers are able as a rule to 
pass on their purohases promptly to the representatives of 
larger dealers and in so doing avoid the risk of any major 
change in price. If they do not promptly sell each day's pur
chases it is likely because they desire to speculate on the 
trend of the market during the next few days or weeks in 
which case a hedge would defeat their purpose. Farmers do 
not hedge for obvious reasons. In most cases they have no 
knowledge of futures or hedging. If they had, the volume, 
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location, and mixed character of their cotton would be poorly 
adapted to a counter sale in futures. There is the additional 
reason, also, that in most cases farmers are inclined either 
from choice or necessity to speculate. Their crops are exposed 
to the possibility of an adverse downward movement in price 
from planting time until ultimately sold which not infrequently 
is far beyond the harvest time. Their outlook as a result is 
the outlook of a speculative long hoping for higher prices. 
Before hedging will ever appeal to the farmer this point of 
view will have to be changed to the more conservative one of 
being satisfied with something less than the highest price of 
the season. There are a few farmers who understand futures 
and who at a time of average prices will sell a future against 
their potential or actual supplies and be satisfied with the 
price. But these cases are rare exceptions. 

On the other side of the cotton merchant are the mills buy
ing cotton and selling goods. Hedging is the exception rather 
than the rule here also, although there is apparently more 
hedging among the mills than among the farmers and small 
local dealers. One student of mill practice observes: "For 
reasons that have been stated, real hedging is not practiced, 
so far as I know, by any of the New England mills. Such use 
of the futures market as is indulged in is merely one type 
of speculation. Sometimes this speculation is successful; at 
other times it results in losses."4 More and more mills have 
adopted the practice of buying on call which while not a hedge 
may serve to keep their position even if properly used. Where 
this is the case, they are shifting the responsibility of hedging 
upon the merchant. Aside from the fact that they do not need 
to hedge when buying on call, mill treasurers frequently feel 
that hedging cotton goods or forward contracts of cotton 
goods by transactions in cotton futures is ineffective because 

• Copeland, M. T., "Theory of Hedging," being a paper presented at 
the Annual Meeting of the National Association of Cotton Manufacturers, 
October 24-25, 1928. See also Report of the Feaeral Trade Commission on 
the Cotton Traae, Part I, p. S2 if. 
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of a lack of close price relationship between the two. While 
this point is well taken so far as closeness of price relationship 
is concerned! it is doubtless true also that mill operators expect 
more from their hedges than is possible under ideal conditions. 

Hedging Grain Commitments.-What has been stated re
garding hedging in cotton is equally true of grain when applied 
to farmers. They frequently hold for higher prices but seldom 
hedge against lower prices. Among local dealers in grain, con
sisting mainly of country mills and elevators, hedging is fairly 
common though by no means a general practice. In a recent 
survey by the Department of Agriculture, replies returned 
from over 1200 country elevators revealed that approximately 
44 per cent never hedge and that of the remaining 56 per cent, 
one-half do not maintain a consistent policy of hedging.6 Sub
stantially the same results were obtained by the Federal Trade 
Commission in a survey made for the period, 1913-17.? 

Among the handlers of grain upon the larger markets,
shippers, exporters, elevator concerns,-it is the rule to hedge. 
This is in line with the prevailing practice in cotton. It is at this 
stage in the marketing process that conditions are best adapted 
to the practice. The quantities involved, their position relative 
to the future market and the facilities for mixing, condition
ing and handling are all elements of value in effectively hedg
ing. 

The practice is also widely used in the milling trade. Among 
the larger mills, and particularly those in the Minneapolis area, 
it is the general rule to hedge at all times, while the smaller and 
local mills vary considerably, some hedging at times when they 
fear an adverse market movement and some not hedging at all. 

It is the practice, too, for certain of the larger food products 
companies to hedge though the number not hedging, particu-

·Cf. Bureau of Business Research. Harvard Univ., A Study of Cotton 
Hedging for a Grey Goods Mill, Bulletin No. 70, February, 1928. 

"Mehl, J. M., Hedging in Grain Futures, U. S. Dept. of Agr. Circular 
No. 151, 1931. 

• Report of the Federal Trade Commission on the Grain Trade, Vol. I, 
p. 213 ff. 
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lady if the baking companies are included, is probably larger 
than those which do. The difficulty here is the same as that en
countered in hedging cotton goods: a lack of close corre
spondence in price due to the fact that costs other than the raw 
material constitute the major part of the price of the finished 
product. 

The Volume of Hedging Commitments in Futures.-We 
may also estimate the extent of hedging by observing the place 
it occupies in the future markets. Materials prepared by the 
Grain Futures Administration indicate that an important part 
of the open contracts currently carried forward originate out 
of hedging operations. Thus for the period January 1 to April 
18, 1925, the separate accounts in wheat futures carried 
through members of the Chicago Board of Trade were classi
fied according to their character and it was found that over 35 
per cent of the contracts open on the short side of the market 
were for the account of hedgers. This 35 per cent was made up 
of accounts of 100,000 bushels or more and had the classifica
tion included hedge positions of smaller size, the proportion of 
short interest would certainly have exceeded 40 per cent. Hedg
ing accounts open on the long side for this same period 
amounted to only 3 per cent of the total long commitments.s 

In a more recent study,S the position in the future market 
of a group of large hedging accounts in corn is compared with 
the visible supply of corn over a period of four years. This 
comparison is shown in Figure 46 in which the amount and the 
variations of the short hedge positions are shown on a negative 
scale and the corresponding amount and variations of the 
United States visible supply, being represented by a long mar-

• Fluctuatio'ns in Wheat Futures, Sen. Doc. 135, 69th Cong., 1st Sess., 
1926, p. 45. Cf. also Reports by Members of Grain Futures Exchanges, 
Part I, pp. 18-21. for a study covering the period January-October, 1927, 
for wheat and corn for Chicago, Minneapolis, Duluth, and Kansas City. 
The proportions of hedging interest in Minneapolis. Duluth, and Kansas City 
are considerably larger than at Chicago. ' 

"Hoffman, G. Wright, Trading in Corn Futures, U. S. Dept. of Agr.· 
Tech. Bull. No. 199, 1930. 
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ket position, are shown on a positive scale. Attention is called 
to two significant points in the chart: (1) the short hedge po
sition offsets in a general way the long visible position and (2) 
there is a pronounced seasonal variation in both the visible and 
the corresponding hedge requirements. The visible supply of 
grain is the amount in store at the principal terminal points of 
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FIG. 46.-The United States visible supply of corn compared with the com
bined net position of 67 large hedging accounts, by weeks, for the period 
October, 1924-September, 1928. From U. S. Dept. of Agl". Tech. Bull. No. 
199. 

accumulation. Making allowance for the fact that only the large 
hedging accounts are included, and for only the Chicago Board 
of Trade, Figure 46 supports the statement that the terminal . 
elevators regularly hedge their holdings and that for certain 
seasons and years their hedge requirements assume large pro
portions. 
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The Millers' National Federation has for several years com
piled figures from its members, constituting approximately 60 
per cent of the milling trade, showing its combined position 
in the future market growing out of hedging operations. In 
Table 28, the aggregate long position and the aggregate short 
position for quarterly dates for five crop years are shown. It 
will be readily seen that the hedging operations of this group 
like thOse shown in Figure 46, were large, and varied widely 
from season to season and from year to year. 

TABLE 28.-AGGREGATE LONG AND AGGREGATE SHORT POSITIONS IN WHEAT 
FUTURES OF MEMBERS OF THE Mn.LERS' NATIONAL FEDERATION, 

FOR QUARTERLY DATES, 1926-1931. 
{In thousands of bushels, i.e., 000 omitted} 

Quarter ending: 
Futures Futures 

Quarter ending: 
Futures Futures 

long short long short 

Sept. 30, 1926 35,122 9,398 Mar. 31, 1929 7,643 12,293 
Dec. 31, 1926 18,736 9,148 June 30, 1929 12,326 11,131 
Mar. 31, 1927 10,891 7,286 Sept. 30, 1929 15,038 20,946 
June 30,1927 4,528 9,337 Dec. 31, 1929 11,506 19,042 
Sept. 30, 1927 23,067 6,956 Mar. 31, 1930 . 10,567 9,609 
Dec. 31, 1927 12,317 10,569 June 30, 1930 14,707 5,846 
Mar. 31,1928 11,359 11 ,199 Sept. 30, 1930 21,728 26,869 
June 30, 1928 5,005 12,140 Dec. 31, 1930 7,026 28,595 
Sept. 30, 1928 33,735 7,468 Mar. 31, 1931 7,982 22,191 
Dec. 31, 1928 15,079 13,324 June 30, 1931 4,921 9,923 

Data similar to this for cotton are not available though the 
hedging operations· of leading merchants clearly reach large 
proportions. For a short while in 1914 the New York Cotton 
Exchange was closed and in order to equitably liquidate out
standing contract it was necessary for a detailed classification 
of all open contracts to be made. Hubbard states that this sur
vey revealed "that about 85 per cent of the contracts outstand
ing on July 31, 1914 were for 'trade account,' hedges in one 
of the numerous ways in which hedges are created."10 He does 
not state whether the opposite ends of these trade accounts were 

"'Hubbard, W. H., Cotton and the Cotton Market, p. 322. 
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carried by speculative interests or not, but on the assumption 
that they were the hedging element in the market would still be 
large. 

Hedging Operations do Not Create a Balanced Market.
The data compiled by the Grain Futures Administration as 
well as that of the Millers' National Federation, shown in 
Table 28, throw considerable light upon the question of 
whether a future market could be maintained which permitted 
only transactions growing out of cash grain operations. Such a 
market would clearly be handicapped in periods when hedging 
interests were either largely long of the future market or 
largely short. And one or the other of these situations prevails 
most of the time. It should further be observed that hedging 
positions change relatively slowly so that the amount of buying 
and selling which hedgers do each day is comparatively small. 
A future market composed purely of hedging operations 
would in all likelihood encounter considerable difficulty in tim
ing its trading so that the buyers could find sellers and sellers 
buyers. It is sometimes suggested that in addition to hedging 
operations, speculators be permitted to enter the long side of 
the market but not the short side. This would be a material aid 
to those interests (mainly elevator concerns) and for those sea
sons requiring large short hedge positions. It would also im
prove the continuous character of the market compared to one 
devoid of speculative interest. But it would not supply the 
needs of hedgers requiring a long position such as millers; nor 
would it supply a balanced market to the same degree as sup
plied where equal opportunity is afforded to enter either the 
long or the short side. 

7. SUMMARY 

Hedging may be defined as the practice of buying or selling' 
futures to counterbalance an existing position in the trade mar
ket and thus avoid the risk of unforeseen major movements in 
price. The risk of large adverse price movements is shifted to 
the shoulders of those taking the opposite end of the hedge with 
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the result that the interest of the hedger is centered entirely in 
the relative changes occurring between cash and future prices. 

These relative price changes are referred to in the cotton 
trade as changes in "basis" and constitute the determining 
element in the hedger's profit or loss. His plan of procedure is 
to buy the actual commodity at as Iowa basis as possible (rela
tive to the future used as a hedge) and to sell at as high a basis 
as possible. Some gain in basis may he expected at the time of 
making a commitment due to handling and carrying costs, but 
the actual basis change usually proves to be something other 
than the expected change with the result that the ultimate profit 
or loss includes as a rule an unexpected gain or loss. It is the 
business of hedgers, therefore, to foresee accurately and take 
advantage of gains in basis and to avoid as far as possible basis 
losses. 

Hedging is most effectively used among grain and cotton 
merchants,-shippers, dealers, exporters and elevator concerns, 
-who buy and sell in large quantities, who are in a position to 
convert their future contracts into actual supplies if necessary 
or to deliver upon their futures when necessary, and who are 
able to follow closely the many factors continually causing 
changes in basis. Hedging is also commonly practiced in the 
flour milling trade and to some extent among cotton mills and 
country grain elevators. It is used very little by farmers. 



CHAPTER XXI 

THE MARKET-MAKING FUNCTION 

Markets in which future trading plays an important part ex
hibit certain characteristics not found upon purely spot or cash 
markets. Trades occur with such frequency that they provide a 
fairly continuous series of prices; a considerable fraction of the 
traders composing the market consists of non-professional in
terests; elaborate equipment is employed for the prompt 
handling of orders and for the collection and dissemination of 
news; purely technical conditions frequently influence the 
course of prices. At various points in preceding chapters these 
and other aspects have been described as a part of the opera
tions of future trading. Taken together they constitute the de
terminants of the market-making function of future trading, 
exerting an important influence upon the character and course 
of prices. It is now in place to bring together these various fac
tors for the purpose of considering their joint market effect. 
The term "market-making" has been chosen to describe this 
group of causes and effects though in some respects "the mar
ket-influencing function" is a more accurate expression. This 
function is also sometimes referred to as the "price-making" or 
"price-directing" service, though these latter terms are less 
precise than the one chosen. 

1. CONTINUOUS CHARACTER OF THE MARKET 

One of the obvious effects of future trading is to render the 
market more continuous. Due to the convertibility of future 
contracts into cash contracts and to the close relation between 
the various futures, a continuous volume of trading in anyone 
future makes itself felt throughout the market structure. As a 
result, bids and offers and actual transactions provide a market 
during each trading session upon which purchases or sales can 
be made promptly. Furthermore, the continuous character of 

419 
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these quotations affords assurance that transactions both in the 
cash and the future market can be made fairly closely to the 
last price recorded. 

This continuous feature is of special value to the cash or spot 
market. It regularly forms the basis of bidding for spot <:otton 
or grain as well as the basis for bids or offers to arrive or for 
forward delivery.1 It is quite true that in the absence of future 
trading offers at definite prices would be made, but it is doubtful 
whether they would be made as freely during and after each 
trading session as under the present system. The practice of 
hedging is also important in this connection. Bids and offers 
are freely made because it is definitely known that upon accept
ance they can be promptly hedged. In the absence of a continu
ous market upon which bids and offers may be based and ac
ceptances promptly hedged, it is probable that transactions in 
the cash market would need· to be made at somewhat wider 
margins. 

2. DISSEMINATION OF MARKET NEWS AND QUOTATIONS 

Closely associated with the continuous feature is its nat
ural <:orollary,-market news and quotations growing out of 
trading. Here again it is true there would be items of informa
tion and price quotations were future trading not maintained. 
But since they would relate only to cash transactions, they 
would be much less frequent in occurrence and circulated over 
a much more limited territory. At present, through the medium 
of city and local papers and trade bulletins, every country 
merchant or elevator manager as well as every farmer has 
available for his use daily quotations of cotton and grain. In 
addition all of the important current news can be had at local as 
well as interior markets. 

Because this information is so accessible, all too frequently 
it is taken for granted and without an adequate appreciation of 
its value. It is particularly useful as a guide in the making or 
accepting of local bids or o~ers. While it is seldom possible for 

• See Ch. XIV, Interrelation of Cash and Future Prices. 
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a farmer or country merchant to know whether prices upon the 
central markets are likely to advance or decline, he can deter
mine whether local offers are comparable with terminal market 
prices and thus have the assurance that his sales are in line with 
pre,,:ailing prices. This will be true, however, only on the condi
tion that proper allowance is made for special qualities. For 
example, a farmer may receive a price for his cotton in line 
with terminal market prices (after accounting for freight and 
handling charges) and still not receive full value if inadequate 
allowance has been made for staple. This may similarly be the 
case with grain with reference to protein content. This is, how
ever, a limitation of the cash rather than the future market. 

3. A TWO-SIDED MARKET,-SHORT SELLING 

The practice of short selling constitutes a third important 
aspect of the market-making function. A highly standardized 
time contract is employed in future trading which can be used 
as easily for short selling as for purchases for long account. 
Brokers accept orders to sell short as freely as orders to buy. 
These orders follow the same routine in execution, require the 
same commissions, approximately the same margins and can 
be executed in the open market and later closed out with no 
greater cost or trouble than purchases for long account. As a 
result traders can make their opinions felt on the downward 
side of the market just as easily as on the upward side and in 
practice do freely shift from one side of the market to the 
other as their opinions change. I 

Purely cash markets do not have this short selling feature 

• In this connection it is instructive to compare the method of selling 
short in commodities with that in securities (in the United States). Upon 
stock exchanges, securities are borrowed for immediate delivery, a pro
cedure involving adjustments for interest (or premium) and dividends" 
requiring the finding of a lender which is only possible for a limited 
number of stocks, together with continual adjustments growing out of the 
calling of loans from day to day. Partly due to these difficulties in method 
and partly due to the fact that stocks represent an income-producing asset, 
the markets in stocks are much less equally balanced than those in or
ganized commodities. 
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and as a result do not afford an opportunity for those who are 
"bearish" to fully express their opinion. Real estate may be 
cited as an example of a cash market of this type. Because of 
the large element of uncertainty in future developments and 
values, speculation in land and improved property has always 
been widespread in the United States. But such speCUlation is 
possible only upon the long side of the market. If values appear 
low, one may buy and in so doing his influence is felt upon the 
long side of the market. He may borrow (i.e., assume a short 
position with respect to money) and buy still more and thus 
add to his original position. But if values appear unduly high 
his opinion on the downward side is limited to a liquidation of 
his present holdings. He cannot sell short though every indica
tion points to inflated present prices. He can only stand by and 
await developments. The course of real estate prices both farm 
and city during the past fifteen years illustrates rather clearly 
the limitations of a one-sided speculative market of this kind. 
When inflation is under way developments continue and prices 
mount so long as a single buyer can be found, though it is clear 
to those in the market that demand is declining. When prices 
finally do recede, credit is immediately frozen and liquidation 
and failure follow to paralyze the industry for a period of 
years. While short selling would not be a panacea for these 
cycles it would afford an opportunity for free expression of 
market opinion and in so doing limit to some extent the present 
extremes. 

Reasoning of this kind is the basis for the belief that con
structive short selling is a definite aid in stabilizing prices in 
grain and cotton. In periods of high prices, short selling should 
appear in increasing amounts to be closed out by purchases "to 
cover" in periods of low prices. Were this in practice actually 
the case there could be little doubt of its beneficial effect. Fre
quently, however, short selling does not appear at the proper 
time or the short position is not carried to a period of low 
prices. Market conditions, as we have seen, change rapidly due 
sometimes to natural factors such as weather and sometimes to 
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purely trading factors such as unusually large market positions. 
These are conditions with which the short seller must contend 
and though he may be right in the long run he may not be able 
to carry out his plans and if not his operations may not have a 
leveling effect on prices. 

The practice of short selling has long been critidzed by the 
farmer as being inimical to his interest. It is believed short 
selling by speculators upon organized exchanges unduly de
presses prices and that at most it should not be permitted be
yond the needs of those engaged in the production or the mer
chandising of the actual commodity. There can be little doubt 
that short selling at times unduly depresses prices. And it is 
equally true that speculative buying at times unduly advances 
prices. The point of importance is whether these abnormal de
clines in price are caused by an element inherent in the mechan
ism of short selling and whether abnormal advances are caused 
by some element peculiar to buying. The answer to this ques
tion is not difficult. It is the manner in which short selling (or 
speculative buying) is used that is all important. It can be 
made a very effective instrument in lowering prices when they 
tend to advance to unusual levels just as speCUlative buying can 
be effectively used to advance prices when they are unduly low. 
But, as we have seen, B both may also be used to carry prices to 
extremes under the influence of large scale trading or unusual 
public participation. What is desirable, therefore, is not to 
abolish short selling and speculative buying but to limit their 
application to useful purposes. When effectively used both tend 
to broaden and stabilize the market. 

4. THE INFLUENCE OF ARBITRAGING 

The practice of arbitraging consists of buying in one market 
or future and at the same time selling short an equal quantity 
in another to take advantage of what is believed to be a tem
porary disparity in prices. July com in Kansas City is selling 
at 70~ cents due to heavy local receipts while in Chicago the 

• Chapter XVII, ¥ arket Operations and Their Relation to Future Prices. 
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same future is' selling at 79 cents. The total cost of shipping 
corn from Kansas City to Chicago is 6 ~ cents per bushel. In 
this illustration there is an opportunity to spread between these 
two points by buying July corn, Kansas City, and at the same 
time selling short an equal quantity of July corn, Chicago. The 
spreader or arbitrager would then watch the market for a 
readjustment in which the two futures would more nearly 
reflect the 6~ cent differential. If later they did resume this 
difference, a gross profit of 2;4 cents would result by dosing 
out the two positions. If they did not come closer together, the 
spread would probably be dosed out to yield a loss. Sometimes 
it is possible in spreads of this type to accept delivery upon the 
purchase, ship the grain, and use it to deliver upon the sale. 
Thus in the illustration just given, if delivery is made at Kan
sas City in the fore part of the month of July, shipments can 
be made to Chicago for delivery .and if the estimate of 6~ 
cents for shipping costs proves accurate and no difficulties are 
encountered in handling and inspection, a profit of 2;4 cents 
will be made. 

The plan of accepting delivery upon the long half of a spread 
and using the supplies acquired to fulfill the short half can be 
accomplished with less uncertainty where two different months 
are employed. With Chicago July corn selling at 79 cents, Chi
cago September might be selling at 82 cents. If the cost of 
storage from July to September were 2 cents, then by buying 
the July and selling the September, delivery might be accepted 
on the former, the supplies stored, and later tendered upon the 
latter to yield a gross profit of 3 cents and a net profit of 1 
cent. Or the Kansas City July future might be bought and 
Chicago September sold and the grain received, shipped, stored 
and delivered to complete the arbitrage. 

In these illustrations or' arbitraging it is possible to complete 
the operation by actual delivery. The profit derived as a result 
is more nearly a merchandiser's profit and only in part specu
lative. In many situations, however, spreads cannot be com
pleted by delivery. Thus suppose July com and September com, 
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Chicago, are both selling at 70 cents. Upon the assumption that 
the September should be 2 cents higher than the July, the latter 
might be sold and the former bought. If later they did spread to 
a 2 cent difference this amount less commissions would be the 
profit simply by reversing the operation. But if the September 
future did not advance relative to the July, delivery obviously 
could not be accepted on the long position to be tendered on the 
short sale and the only recourse would be to close out the 
spread and bear the loss. Similarly, between two markets the 
differential may be much less than the shipping costs offering 
an opportunity to spread but one which cannot be completed by 
actual shipment. 

The arbitrage function serves as the connective tissue in the 
price structure. When intelligently employed, it aids in bringing 
prices into proper balance both with respect to time and posi
tion. If current supplies are being rapidly depleted and at the 
same time it appears likely that within a few months ample ad
ditional supplies will be available, intelligent arbitraging be
tween the nearby and the more distant futures or between the 
spot market and the more distant futures will tend to raise im
mediate prices relative to the more distant prices. And if an 
opposite condition prevails, current prices should be low rela
tive to the more distant, and if not arbitrage operations should 
tend to develop this relationship. So also with respect to posi
tion: if supplies are large at one point relative to another caus
ing an abnormal price relationship, the buying in one market 
and simultaneous selling in another with occasional shipments 
as a last resort will tend to bring the two markets into proper 
alignment again. This instrument is, however, at times a two
edged sword. If some artificial factor threatens, such as a 
squeeze in a nearby future, a spreader will willingly help the 
matter along by buying this future and selling a more distant 
one if he is convinced that a further derangement in prices is 
likely. 

In the absence of future trading the advantages of arbitrage 
would be possible only to a limited extent. Supplies could be 
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shipped fro~ the interior to points nearer consuming centers 
or they could be stored to a later time when prices offered a 
profit and this would serve to some extent as a corrective force 
in keeping prices in balance. But this result could not be at
tained promptly in response to current market changes. Nor 
could it meet those situations in which it is desirable to sell 
short in one position or time and buy in another and in which 
actual delivery in closing the spread is impossible. Short selling 
is a prerequisite to a balanced system of arbitraging and as we 
have seen, it is a characteristic of future trading and not of 
cash trading. In its absence the measure of price balance pos
sible would be limited by the extent and freedom with which 
actual supplies could be moved from one market to another or 
held from one time to another. 

5. A SENSITIVE MARKET 

The facilities necessary to make a future market continuous 
are also facilities which render it highly sensitive. These include 
a standardized contract assuring to traders maximum ease in 
assuming or passing on market commitments. They include 
also a network of private wires maintained for the purpose of 
promptly handling orders and of gathering and distributing 
current news and quotations. These facilities greatly aid in 
eliminating time and distance between ultimate traders; they 
also serve to stimulate interest in a market the importance and 
character of which would naturally include a wide following. 
In so doing they provide a highly mobile market keenly sensi
tive to every shade of opinion. 

This sensitive quality of organized markets is most clearly 
reflected in the continual fluctuations in price. During the 
course of each trading session, there occur numerous minor 
price changes repeating in miniature the larger fluctuations oc
curring from day to day. These price variations, both intraday 
and interday, serve as the basis of much of the trading interest 
in organized markets. They tend to form fairly definite move
ments when traced consecutively and these movements in tum 
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tend to repeat themselves with some measure of regularity both 
in time and amplitude. Built upon these so-called cycles are the 
numerous trading theories employed by speculators, especially 
the "short-time" professional type, who attempt to profit from· 
anticipated changes based upon some particular type of move
ment. 

While these wave-like movements have their origin in the 
nature of the commodity dealt in, they are an outgrowth of the 
trading which they attract. Stated in another way, these varia
tions in price occasion variations in trading, but trading in turn 
exerts an influence upon the character of prices. It is not pos
sible to divorce the trading influence of itself from other in
fluences affecting prices though it is possible to show that at 
times it exerts a strong influence upon prices and it is probable 
that the minor movements in price and particularly the charac
teristic wave-like variations are largely a product of trading 
activity.' Commodity markets of a, purely cash character lack 
these minor ups and downs in price. To this extent organized 
exchanges are more keenly competitive and much more respon
sive to every change in market opinion though this extreme 
sensitiveness makes possible the effective use of undesirable as 
well as desirable market influence. An organized market is 
like a highly-perfected and delicate machine which if manipu
lated by hands trained in its use will respond perfectly but if 
improperly operated will give poorer results than a model 
somewhat less complicated. Similarly in the routine of ex
change operation, if only qualified market opinion is permitted 
to reflect itself in the price, it will function as perfectly as the 
limitations of human knowledge will permit; but if there is also 
included an undesirable element, to this extent prices will cease 
to fully reflect basic trade conditions. ' 

6. PRICE LEVELING 

There is presented in this and the following section two 
aspects of the market-making function about which consider-

• Cf. Chap. XVII. 
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able difference of opinion prevails, viz., the price leveling influ
ence and the price forecasting influence. The two are closely 
related and might eonveniently be considered as one problem 
but it is believed that they can be more clearly understood by 
separate treatment. It is quite generally recognized that uncer
tainty regarding the course of prices in any field of economic 
endeavor is socially undesirable .. While some gain by an un
expected turn in prices, their profit is in the nature of a windfall 
and likely to be lost soon, while those who lose are certain to 
feel the effect for a long period of time. Could price changes 
be foretold with a greater measure of eertainty, preparation 
could be made now for an anticipated advance or decline later. 
In so doing, not only would the effect of price changes be al
leviated but the changes themselves would be lessened some
what. Prices would advance (or decline) now in anticipation 
of a later change, checking (or stimulating) current consump
tion, with the result that prices later would not need to rise (or 
fall) to the extent they otherwise would. It is not argued, of 
course, even by the most sanguine of exchange advocates that 
the result of future trading is to completely level prices over a 
period of time. To do so would be to remove the raison d'etre 
of speculation. But it is claimed that in a measure at least the 
market in futures lessens the extent and the abruptness of price 
movements. 

Studies Made to Test Price Leveling Influence.-There have 
been a number of studies made for the purpose of demonstrat
ing objectively the truth or the falsity of this claim. One of the 
most extensive was completed in 1922, being a survey of wheat 
prices for 81 years and including over 100,000 entries.s Here 
the writer divides his study into two periods: 1841-1860 and 
1871-1913. During the earlier period there was no future trad
ing in wheat while during the latter pertod it was an established 
practice. Using monthly data and averaging together the same 
months for each period he found that for the earlier period the 
average seasonal range in price was 17 cents while for the period 

• Boyle, J. E., Chicago Wheat Prices for Eighty-one Years, author, 1922. 
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1871-1913 it was only 9 cents. He concludes, "In the light of 
these facts, it cannot be said that future trading causes prices to 
fluctuate or increases the fluctuations in price. This evidence 
shows that future trading lessens price fluctuations-'puts on 
the brake' against bulges and breaks in price."6 

This conclusion is, however, subject to question on the 
ground that important evidence was omitted from the study. 
During the period 1871-1913 the telephone, the telegraph, the 
cable, improved railroad and steamship service, improved 
methods of grading and handling, became an established fact. 
In the period 1841-1860 these facilities were largely lacking 
and particularly so in the then frontier town of Chicago. Grain 
traders gathered to await the arrival of the pony express from 
the East. If word was received that the latest boat from Eng
land wanted a cargo of wheat, prices advanced several cents a 
bushel; if no wheat was wanted a similar decline occurred. 
These variations were certainly in the main due to an imperfect 
system of communication and transportation (particularly 
communication) and not to a lack of future trading. Studies 
similar to the one just cited have been made at earlier times,T 
but the results are not conclusive. 

Price Variability of Wheat and Cotton.-Figure 47 shows 
the intra-annual variability of cotton prices and of spring wheat 
prices for a period of 63 years, from 1930 back to the begin
ning of future trading in these commodities. It is not presented 
for the purpose of determining whether or not future trading 
has leveled prices but rather to show the inconclusive character 
of the data upon this point. The chart shows each crop year's 
range in spot prices as a percentage of the average level of 

• Ibid., p. 9. 
• Similar comparisons for wheat and cotton are to be found in Emery, 

H. C., op. cit., p. 124 ff. The results are equally inconclusive and this f~ct 
Professor Emery carefully points out. The Report of the Industrial Com
mission on the Distribution of Farm Products, Vol. VI, Wash., 1901, pp. 
192-198 also makes a comparison of this kind for wheat and cotton. See 
also the Report of the Commissioner of Corporations on Cotton Exchanges, 
Part IV, p. 302 for a study for cotton for the periods 1828-50 and 1877-
1909. 
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spot prices that year. Monthly data were used in measuring 
the range and these same data used to calculate the mean for 
the crop year. By using monthly prices, the minor fluctuations 

WHEAT 
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FIG. 47.-The intra-annual variability of wheat prices and of cotton prices, 
1867-1930. 

occurring from day to day were avoided as well as any extreme 
prices such as those appearing sometimes at the close of a de
livery month. The range thus represents the maximum broad 



THE MARKET-MAKING FUNCTION 431 

"swings" in prices occurring during any given crop year.B By 
dividing by the mean of the monthly prices, the factor of the 
general level of prices for that commodity has been removed. 

As an additional improvement, each crop year includes only 
ten months beginning with October and including the following 
July. By limiting the range (and average) to this period the 
two transition months,-August and September,-from an old 
crop to a new, were omitted. This is a period during which 
cash prices both for wheat and cotton normally vary consider
ably due to the on-coming new crop and in which it is not to 
be expected that future trading could have much of a leveling 
effect. Beginning with October, however, the crop is known 
and fully discounted in the price. If, then, perfect insight could 
be had regarding market conditions for the following ten 
months, the range in cash prices would be limited to the small 
seasonal rise growing out of the costs of carrying supplies for
ward. Such insight is, of course, never attained; but it might 
be argued that it is more nearly attained through the assistance 
of future markets than without their aid. 

Neither wheat nor cotton, judged by Figure 47, reveals any 
marked trend toward annual price stability. For cotton, the 
decades 1880-90 and 1890-1900 are less than for other periods, 
and if the influence of the Sully corner during 1903 and 1904 
were removed one might include the years up to the World 
War. Since the war the boll weevil has played a large part in 
causing wide ranges in price. But with due allowance for these 
and other factors it is still difficult to draw any dependable con
clusion regarding the influence of future trading. 

• The range of the monthly prices rather than their mean deviation was 
used to measure the percentage of variation in each year's price in oroer 
to avoid the smaller fluctuations and to emphasize the outstanding price 
movement or group of movements occurring each year. Cf. Mills, F. c.,. 
The Behavio,. of Prices, National Bureau· of Economic Research, pp. 60 ff. 
Dr. Mills used the mean of monthly deviation (1890-1925) giving some-

. what different results for cotton and wheat, though due in part, also, to the 
use of different data and to 12-month rather than lO-month averages. When 
plotted by years, however, these figures do not show any more definite 
trend than those shown in Figure 47 fOf the corresponding periods. 
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Wheat shows slightly smaller fluctuations 'for the twenty 
years, 1893-1913, than for the twenty years prior to 1893. But 
since the World War, fluctuations have been somewhat larger 
though factors other than future trading have probably been 
the cause. In a careful analysis of post-war variations in wheat 
prices up to 1928, the Food Research Institute observes that "in 
view of the extraordinary nature of developments in the mar
kets of the world since the war, it is rather surprising that the 
wheat price level has not shifted back and forth to a still 
greater extent.'>9 These developments include a greatly aug
mented international trade in wheat, the fact that the United 
States has been alternately on and off an export basis, the in
auguration of Federal grades of wheat and the payment of 
premiums for protein. These are factors the force of which 
would be felt in large measure in the absence of future trading 
and make it difficult to state whether future trading has had a 
stabilizing influence in recent years or not. 

Price Variability Bet'ween C.ommodities.-The question of 
whether future trading has a leveling tendency upon prices can 
be approached from other angles but they are equally unsatis
factory. One such approach is to compare the degree of price 
variability of commodities in which future trading plays an im
portant role with other non-future commodities.10 Such a com
parison is shown in Table 29. Here wheat and cotton are com
pared with other agricultural and industrial commodities for a 
period of 28 years in which the measure of price variabil
ity consists of an average of the monthly deviations from the 
mean of each year expressed as a percentage of the mean. The 
variability of wheat ranks comparatively low when compared 
with the other agricultural and food commodities and cotton 
is about average. But this fact is of .no particular significance 
on the question of the influence of future trading since the 
numerous conditions of production and marketing are not uni-

• Taylor, A. E. and others, "Variations in Wheat Prices," Wheat Studies, 
Vol. V, p. 289. Food Research· Institute. Stanford Univ .• 1929. 

"'Cf. Report of the Federal Trade Commission on the Grain Trade. 
Vol. VI. p. 259. 
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TABLB 29.-THE AVERAGB MONTHLY FLUCTUATION (IN PER CENT) IN THE 
WHOLESALE PIUCE OF A GROUP OF FOOD, FARM AND MISCELLANEOUS 

PRODUCTS POR THE PERIOD 1890-1925 (EXCLUDING 1914-21). t 

Aver. Aver. 
Foods and farm mon.thly Other miscellaneous mon~h1y 

products pnce products price 
lluctuation lluctuation 

Salmon 
(per cent) (per cent) 

3.2 Cotton thread .9 
Tea 3.2 Flannel cloth 1.8 
Rice 3.9· Oak lumber: white 1.8 
Flour: wheat 4.4- Pine lumber: white 2.1 
Wool: medium 4.9 Lead: carbonate of 2.2 
Cattle 5.0 Muslin cloth 2.4 
Beef: fresh 5.0 Broadcloth 2.5 
Wheat 5.5· Petroleum: refined 2.7 
Sugar: gran. 5.6 Leather: sole, oak 2.7 
Hay 6.1· Ginghams cloth 2.9 
Barley 6.2· Sheetings cloth 3.1 
Hams 6.2 Coal: anthracite 3.4 
Lard 6.4 Spruce lumber 3.4 
Coffee 6.7 Paper: newsprint 3.6 
Rye 6.8· Zinc: sheet 3.6 
Meal: corn 6.8 Cottonseed meal 3.7 
Pork: cured, mess 6.9 Lime 3.7 
Oats 6.9· Starch: laundry 4.0 
Beans 7.1· Silk: raw 4.7 
Sugar: raw 7.1 Cotton yams 4.8 
Cotton 7.3· Copper: ingots 4.9 
Flaxseed 7.3- Lead:cig 5.0 
Hogs: heavy 7.8 Coal: ituminous 5.0 
Cottonseed oil 8.6- Tin: pig 5.1 
Hides 8.7 Print cloths 5.1 
Corn 8.9 Iron: pig 6.5 
Prunes 9.0 Steel billets 1.2 
Butter 9.1 Brick 1.5 
Sheep 11.5 Petroleum: crude 1.6 
Milk 12.6 Tar 8.2 
Potatoes 12.1- Jute 8.2 
Apples 12.9- Rubber 8.3 
Hops 14.1· Turpentine: spirits of 8.9 
Eggs 23.0· 
Onions 24.4-

t Data drawn from Mills, F. C., The Behavior of Prices, National Bureau 
of Economic Research, 1927, Appendix, Tables IV and VI. Original prices 
were taken from wholesale price bulletins of the U. S. Bureau of Labor Statis
tics. The monthly data of eacb year were averaged, the mean deviation of the 
monthly data from this average calculated lor eacb year, these mean devia
tions were then shown as a per cent of their respective annual averages, and 
these percentages averaged to obtain one figure representative for the period 
1890-1925 (omitting the war years). . 

• Crop years used; others, calendar years. 
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form. Compared with the non-agricultural and non-food com
modities, the monthly variability of wheat and cotton appear 
somewhat high though here again it is very doubtful whether 
this is in any measure due to future trading since it will be ob
served that the food and farm products generally show greater 
variability than the non-food and non-farm products. 

7. PRICE FORECASTING 

Of more general interest to the student of organized specula
tion is the question of whether future trading in its effect 
serves to forecast and hence discount coming events. According 
to this theory the composite judgment of traders is superior 
to individual judgment and this should be reflected in advance 
movements in price. This should, of course, serve to stabilize 
prices in some measure at least; and thus in considering the 
leveling of prices, the question of the discounting function has 
been partially answered. But it may be appropriately argued 
that the discounting function can be observed without being 
able to show its separate effect in leveling prices. Thus in or
ganized speculation in stocks, it has been repeatedly demon
strated that in the past the course of stock prices has preceded 
the course of general businessll though it is extremely difficult 
to show that this has leveled prices or removed the extremes in 
business generally. Similarly it may be possible by comparing 
prices at different points in time to gain some insight into the 
problem of forecasting through organized trading in futures 
without being able to observe any price stabilizing effect. 

A distinction should be made at the outset between the effect 
of speculation upon prices and the effect of future trading upon 
prices. Were there no future trading, speculation would con
tinue. It would consist of buying and selling the actual com
modity in an attempt to anticipate price changes likely to occur 
in the future. If supplies appeared more abundant three or six 
months hence, prices would fall now in response thereto, and if 
an impending scarcity developed it would most certainly be 

U It is doubtful, however, whether it has in recent years. 
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discounted by rising prices. The question then is this, does 
speculation by means of future contracts forecast prices (1) 
any more clearly or (2) any more completely or accurately 
than would speCUlation in the actual commodity? 

A Clearer Indication of the Probable Course of Prices.
Upon the first phase of this question there is considerable evi
dence that future trading does more clearly forecast probable 
prices. By maintaining individual markets in spot and future 
trading, a clearer distinction can be drawn between those fac
tors which are of current or local importance and those which 
are broader and more far-reaching in their effect. This differ
ence is most clearly shown between spot prices and the prices 
of new-crop futures during the spring and early summer. 
While spot prices at this time of the year are strongly influ
enced by immediate demand and the existing supply of the old 
crop, they are also influenced by new-crop prospects. By refer
ring to the new-crop future prices, some indication is to be had 
of the importance of this latter factor in current spot prices. In 
the absence of these future quotations this important new-crop 
factor could not be as clearly visualized and separately followed 
since its influence would be merged with other and current fac
tors in determining spot prices. Thus if cash corn is selling on 
July 1 at 70 cents and the new-crop December future at 73 
cents, it is evident at once that a small on-coming crop in rela
tion to present supplies is being forecast, and if a month later 
the December future has declined to a discount of 3 cents under 
current cash prices, it is clear that new-crop supplies now ap
pear larger relative to current supplies. In the absence of fu
ture prices, this relative change, as well as the importance of 
the new crop generally, could not be so clearly followed in the 
course of cash prices. 

Future prices also more clearly indicate future conditions 
within any given crop year. In a price structure in which the 
more distant futures are higher than near-by or spot prices, 
there is said to be a carrying charge shown. In the future 
price there is imputed or forecast an expense item for the 
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carrying forward of the cash commodity to that point. As time 
passes and the carrying period shortens, cash prices rise relative 
to the future price. In the absence of future prices, the effect 
of this carrying charge would be less clearly shown at any 
given time. One can, of ~ourse, examine the changes in cash 
prices as each season advances and if enough years are aver
aged together a definite upward trend is evident.12 But at any 
given time or for anyone crop year, it is very difficult to tell 
from an examination of purely cash prices whether a large or 
small amount of seasonal advance is likely to occur. Discount
ing within a crop year is similarly shown when the more distant 
futures are even with or below current or spot prices. Here 
present supplies are temporarily scarce at least relative to prob
able supplies. a few months hence. And the relation between 
cash and future prices far more clearly indicates this than 
would cash prices alone.1S 

Prices Not Accurately Forecast Months in AdVlfl1ce.-When 
we come to the second part of the question asked above, "Does 
speculation by means of future contracts forecast prices any 
more completely or accurately than would speculation in the 
actual commodity?" the problem becomes far more difficult. It 
is one thing to demonstrate that forecasting is more clearly 
shown by means of futures and quite another to show that it is 
more accurate. Future trading, as we have seen, is a two-edged 
sword and may at times drive prices farther out of line quite as 
easily as more nearly in line. And since it is impossible to know 
just what the course of cash prices would have been in the ab
sence of future trading, it becomes equally difficult to measure 
the accuracy of discounting with future trading. 

The most promising approach to this problem is to compare 
cash prices during a delivery month with future prices for that 
month as they prevailed at some earlier date. Thus cash prices 

n See Figure 32, p. 248. 
"Cf. Smith, J. G., Organized Produce Markets, London: Longmans, 

Green, 1922, (p. 139-143) for various other relationships which may pre
vail. 
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during the month of May might be compared with the May 
future prices prevailing in January on the theory that January 
prices of the May future constitute the composite judgment 
of the market at that time of what cash prices are likely to be in 
the month of May. We will consider presently the validity of 
this theory. It has been tested from time to time but the results 
have been very incon~lusive.14 Killough has carried the com
parison further than others by correlating the two sets of 
prices for a series of years. His results relating to oats are sum
marized in the following table. 

TABLB lO.-CORRELATION OF SEPTEMBER FUTURE PRICES OF OATS DURING 
THE GROWING SEASON WITH CASH PRICES IN SEPTEMBER.-From U. S. 

Dept. of Agr. Bull. No. 1351, 1925. 

September cash price correlated with: 

May prices of September futures 
June "" " .. 
July'" II .. " 

August"" " " 

coefficient 

-0.03 
+0.25 
+0.79 
+0.95 

They show that as the delivery month is approached the rela
tionship rapidly improves and that during the month prior to 
delivery, it is quite close. But at a distance of three or four 
months little or no relationship is shown and regarding this fact 
Killough appropriately observes, "May prices of September 
futures appear in fact to be influenced more by prevailing cash 
prices than by any other factor." 

The obvious shortcoming of this theory is that conditions 
change between the time of forecast and the time of fulfillment 
of the forecast. A perfect estimate may have been made in the 
month of May of probable prices in September; but since 

. weather conditions cannot be foretold beyond the limits of .3-
.. CE. Report of the Industrial Commission on the Distribution of Farm 

Products, Vol. VI, pp. 198-213 being an examination of future prices with 
spot prices realized 2 to 5 months hence for cotton and wheat. See also 
Report of the Federal Trade Commission on the Grain TI'ade, Vol. VI, 
p. 219 ff. Cf. also Ashby, F. B., "Cotton Futures as Forecasters of Cotton 
Spot Prices," 101. American Stat. Assn., Dec., 1929. 
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few days, it' follows that this forecast must fail if growing con
ditions change. Chapman and Knoop in analyzing the various 
approaches to this problem conclude with reference to this par
ticular method: "The price of April-May 'futures' in January 
may be affected by anticipation of prices in April and May in 
a degree in which 'spot' prices cannot be (which we hold to be 
the case), but it is practically futile to contrast the price of the 
April-May 'future' in January with 'spot' prices in April and 
May for though a steadying 'bearing' of the market might have 
been at work in January unsteadying influences may have been 
at work after January. The point is that the effect of anticipa
tion in January cannot be read in 'spot' prices after some time 
has been allowed for the play of other influences."15 

SPeculative Interest E%tends Over Only a Few Weeks.
Further reflection upon the quality of discounting done by fu
ture markets leads one to the belief that it could hardly be ex
pecf;ed to extend into the future much beyond a month or two. 
It is true that futures are traded in eight or ten months in ad
vance of maturity. But this does not necessarily mean that fu
ture prices· fully reflect what buyers and sellers believe the 
actual commodity will be worth at this distant point. Trading 
interest centers largely in one future at any given time and this 
future is usually from one to four months away. Thus for 
grain, trading is most active in the December future from 
August to November, in the May future from November to 
April, in the July future from April to June and in the Septem
ber future from June to August.16 With trading centered large
ly in one future, the forces affecting prices are most like
ly to be first reflected in this future; it, in turn, becomes the 
standard to which the level of cash prices and the prices of 
other futures are adjusted. , 

This point is highly important to an understanding of what 

,. Chapman, S. J. and Knoop, D., "Dealings in Futures on the Cotton 
Market," 101. Royal Statistical Society, Vol. 69 (1906), p. 328. 

10 Cf. Grain Futures Administration, Wheat Fulures, U. S. Dept. of 
Agr. Stat. Bull. No. 31 (p. 42) and Hoffman, G. Wright, Trading in Corn 
Futures, U. S. Dept. of Agr. Tech. Bull. No. 199 (p. 8), for periods during 
which each future was dominant in wheat and corn for a period of years. 
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may logically be expected of the future market in forecasting 
prices. Purchases and sales of the May wheat future on Oc
tober 1, for example, do not constitute an independent estimate 
of what wheat will likely be worth the following May but 
rather represent an estimate of how much May wheat should 
be above or below the prevailing level of prices of December 
wheat. Viewed in this light the determination of prices for the 
more distant futures is largely a problem in arbitraging or, in 
the language of the grain and cotton trade, of spreading or 
straddling. As the December future moves up or down, spot 
prices and the more distant futures move similarly, with such 
minor.adjustments between futures and spots as are necessary 
to meet factors more vital to one future than to the others. 

One further point should be observed regarding the outlook 
and operations of traders in forecasting prices. This point can 
best be developed by continuing our illustration of trading in 
wheat futures as of October 1. While trading at this time of 
the year is centered in the December future, it does not follow 
that the center of interest among traders is in what wheat will 
be worth in December. There are thousands of traders cur
rently following the market whose outlook in buying or selling 
does not extend beyond two or three weeks and still more who 
are interested in the probable course of prices only during the 
next day or two. They buy December wheat because it affords 
the broadest medium through which to enter or leave the 
market. But their interest is only in the most likely direction of 
prices during the next few days or at most the next few weeks. 
This fact is clearly shown in the operations of scalpers and 
scalping speculators, but it is also true of most of those who 
speculate for longer periods of time. Their interest in the 
market is not of long duration in the sense at least of periods of 
time running into months. In a report prepared by the Grain 
Futures Administration in 1924, a summary of available data 
for wheat indicates that the average "life" of speculative trades 
is about a week and for hedged trades two or three weeks.1'I' 

:n Report of the Grain Futures Administration, U. S. Dept. of Agr., 1924, 
p.37. 
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These are aYc::rage figures and at best only approximations, but 
they are sufficiently accurate to indicate that the focus of trad
ing interest is at most not more than a few weeks ahead. If 
then an inquiry is to be made into the question of whether 
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FIG. 48.-Diagram of price forecasting as of October 1, in which the general 
level of prices is shown as an expression of probable market conditions 
a few weeks hence, with specific future and spot prices adjusted to this 
general level. 

future trading more accurately forecasts prices than would 
purely cash trading it should be for the period immediately 
ahead and not for a period of time involving several months. 

Figure 48 is designed to illustrate this point of view. The 
market in wheat is pictured as of October 1. in which spot 
prices and the various future prices are described with refer-
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ence to their price relationship, their. trading relationship and 
their time relationship. Spot prices are below the December 
future, the more distant March and May futures somewhat 
above, and the July future representing the new crop somewhat 
below the December future. While most of the trading is being 
done in the December- future, the focus of trading interest is 
shown as centering in the forepart of November. It is from 
this point of view involving factors likely to be of market im
portance during the next few weeks, that the general level of 
prices will be advanced or lowered. 

There may, however, be excellent reasons for the March or 
May future to advance or decline relative to the general level 
of prices (as reflected in the line A-B), and this is possible 
through a realignment in relative values or through the force 
of arbitraging. This may also occur with respect to other price 
relationships such as in the July future or in spot prices. But 
the making of these adjustments for the more distant futures 
due to special factors is a much simpler thing than to directly 
estimate the level of prices several months hence. 

Restatement.-We will restate the results of this section. 
(1) Through the medium of future trading a clearer insight is 
to be had into the probable course of prices than' would be 
available were speculation maintained only in the <:ash market. 
(2) While future prices may indicate the market outlook at 
any given time, this indication soon becomes inaccurate because 
of new and unforeseen factors. (3) Simply because futures are 
traded in as far as a year in advance is not proof that specu
lators attempt to predict prices that far in advance. (4) The 
focus of speculative interest does not, in fact, extend beyond a 
few weeks ahead and it is this center of trading interest whi~h 
determines at any given time the general level of prices. The 
more distant as well as current future and spot prices are then 
adjusted to reflect factors causing relative differences in prices 
from this general level. (5) Accuracy of forecasting through 
the medium of future trading as at present maintained cannot 
be expected to extend beyond a few weeks .. It is possible, how-
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ever, through a better knowledge of meteorology, through a 
wider and more accurate collection of trade information and 
generally ,through an improvement in the average strata of 
speculative intelligence that the focus of trading interest may, 
at some future time, be extended to a point several months in 
advance. 

8. SUMMARY 

The character of a market built up and maintained through 
the influence of future trading is in many particulars different 
from an ordinary cash market. It employs an elaborate struc
ture of news gathering and price transmission. In the form of 
contract required and in the trading technique employed, op
portunity is afforded for types of trading and trading influence 
not found elsewhere. In the present chapter an attempt has been 
made to outline the effect of these distinctive trading character
istics upon the character of the market. Collectively considered, 
they constitute the market-making function of future trading. 

One outstanding feature of a market based upon future 
trading is its continuous character. Through the large volume 
of future transactions, prices as well as bids and offers form 
the basis for the making of cash purchases or sales as well as 
hedges at any time during the day and at figures not far from 
the last report. Closely associated with this feature is its natural 
corollary-the wide dissemination of market news and quota
tions, of special value to those not located in the immediate 
vicinity of an important market. 

A third important feature of this market-making function 
grows out of the practice of short selling. Because of short 
selling in futures, the market is a two-sided and on the whole 
a. more evenly balanced affair. This is in contrast to purely 
cash speculative markets such as the real estate market in which 
a full expression upon the short side is not possible. By means 
of short selling (as well as by means of speculative buying) 
prices can be abnormally driven out of line but this is not inher
ent in the practice of short selling. 

A fourth characteristic of the market-making function is 
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the advantages gained in the practice of arbitraging. Through 
the facilities for convenient purchase and sale in the various 
markets and futures, prices are more nearly held in their nor
mal time, place and grade relationship. In this way the arbitrage 
function serves as the connective tissue in the price structure. 

A fifth feature of this market-making function is the sen
sitive character of the market. The elaborateness of the trading 
structure in futures together with the greatly enlarged circle 
of trading interest renders the market highly sensitive to every 
shade of opinion. This is most clearly seen in the many minor 
fluctuations in price. While this feature renders organized 
markets keenly competitive and responsive to every corrective 
influence, it also makes possible the effective use of undesirable 
influences. 

It has frequently been said that the effect of future trading 
upon organized markets is to level and thus stabilize prices. 
But this is difficult to prove statistically. It is also claimed of 
future trading that its prices may be used as a guide or fore
caster of probable prices several months hence. But here, too, 
conclusive data are lacking. Future prices do serve to indicate, 
when compared with current spot prices, the probable course 
of prices in the future; but conditions change rapidly so that it 
is doubtful whether any effective discounting or forecasting is 
done beyond the limits of a very few weeks. Is it doubtful, too, 
whether the focus of trading interest by speculators as a group 
falls much beyond two or three weeks ahead. If this be true it 
could hardly be expected that prices would be discounted far 
in advance. The market-making function of future trading thus 
widens the trading interest in the market rendering it more 
keenly competitive and more sensitive than it otherwise would 
be; through short selling and arbitrage it makes of the market 
a two-sided and more evenly balanced affair; through its nu,. 
merous quotations and its news facilities it offers a much more 
continuous means of following the condition of the market and 
of freely buying and seIling as conditions demand. 



CHAPTER XXII 

SUMMARY AND OUTLOOK 

It is in place at this point to epitomize the essential features 
of future trading. By avoiding matters of minor detail and 
emphasizing the principal aspects, it is now possible to more 
clearly picture and appraise the process as a whole than was 
possible at anyone point in the preceding chapters. To those 
reading only the summary, this will also serve as an outline 
description of the more important phases of future trading 
though it should be clear that the validity of st,atements made 
at this point is dependent upon a more detailed analysis in the 
body of the study. 

Future Contracts are not Commodities.-Much of the mys
tery of future trading grows out of a lack of a clear under
standing of the relation which future contracts bear to trans
actions in the actual commodity. Futures are contracts to buy 
or to sell a commodity during some specified period of time 
( usually one month). They are highly standardized agreements, 
being for even amounts in quantity, based upon a uniform set 
of grades, uniform delivery points and subject to closely de
fined rules governing the place, time and conditions of trading. 
They are used to speculate upon or hedge against the course 
of prices. As a rule they are later offset by other and opposite 
contracts avoiding the necessity of fulfillment by delivery. In 
contrast, transactions in the commodity itself are fulfilled by 
actual delivery either at once or at a specified date. They are 
used primarily to merchandise the commodity and not as a 
medium of speculation or hedging. They are not highly stand
ardized in the details of position, grade and quantity. They are 
usually tontracts of purchase or of sale rather than contracts to 
buy or to sell. 

While the character, conditions, purpose and place of trading 
in futures are distinct from those of so-called cash or spot trad-

444 
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ing, it should be observed that the two types of trade are closely 
related through the right granted to those who trade in futures 
to convert their contracts into spot transactions. The buyer of a 
future has the privilege of leaving his contract open and per
mitting its ultimate fulfillment by actual delivery; and the seller 
also has the privilege or right to ultimately fulfill his contract 
by delivery. While in practice this right is not often used, it can 
be used and the knowledge of this fact together with actual 
conversions when profitable hold the prices of cash and future 
contracts in general alignment. This connection between cash 
and future contracts is not unlike the relation which a con
vertible bond bears to the stock into which it may be converted. 
It serves as the basis for the practice of hedging and in addi
tion permits the trade in futures to play an important part as 
a market-making influence. 

The Value of the Hedging Function.-Of the various fea
tures of future trading believed to be of value, none is men
tioned more often than hedging. By setting up equal and op
posite positions in futures to those held in the actual commod
ity, the hedger is able to avoid possible losses occasioned by 
major movements in price. As the price advances or declines in 
the cash commodity to cause a gain or loss in his cash position, 
it also advances or declines in the future market to supply him 
with a compensating loss or gain from his future position. 
The first effect of this practice is the substitution of a smaller 
but more certain gain for a larger but more uncertain one, thus 
serving as a form of price insurance to the hedger. 

In its ultimate effect, however, it is doubtful whether hedgers 
as a group retain the benefit of this insurance. By hedging they 
are -able to borrow more freely and to extend their capital over 
a wider area, to reduce their per unit cost of operation. It is. 
likely that the benefit of this lower cost, through the force of 
competition, is passed on either to the consumer in the 'form of 
lower prices or to the producer in the form of higher prices or 
partly to both. The narrowness of the margin between purchase 
and sales prices in both grain and cotton strongly suggests that 
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this is the result. There is some evidence, also, that future con
tracts carried by hedgers not only serve as a means of insurance 
but also as a source of considerable profit principally through 
spreading operations between markets and between futures. If 
this is reflected in a narrower merchandising margin, it means 
in effect that speculators as a group are also contributors to the 
cause of lower prices to consumers or higher prices to pro
ducers. 

The interests most successful in following a policy of hedg
ing include mainly the wholesale dealers or merchants,-term
inal elevator companies, shippers and exporters. It is at this 
stage in marketing that the maximum latitude in the shifting of 
both cash and future positions is possible. Hedging is the gen
eral practice here partly because it minimizes loss from adverse 
major movements in price, but in part also because by this 
means advantage can be taken of relative price changes con
tinually occurring. These firms are in fact dealers in relative 
prices, buying cash and selling futures, or selling for forward 
delivery and buying futures, or spreading between futures or be:" 
tween markets, always with the object of later closing their 
positions at a better price basis. There are certain types of 
relative price change which hedgers can foresee with a f~ir de
gree of certainty such as expected gains due to improvement in 
the position, time or quality of the cash commodity. In these 
situations, the problem is one of obtaining a basis gain large 
enough to meet the costs involved. In many other situations, 
relative price changes are encountered which can not be fore
seen to yield an unexpected gain or loss to the hedger. . 

To those interests following this plan of operation, hedging 
is just a trade practice, profitable to some and unprofitable to 
others. And were hedging not the practice, so far as profits or 

. losses between firms are concerned, some would continue to 
profi~ while others would lose. It is of economic value only to 
the extent that it minimizes the margin needed to market the 
commodities involved, and this after allowance is made for any 
contributions made by the speCUlative group carrying the 
hedges. 
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The Value of the Market-Making Function.-Because futu~e 
contracts may be converted into cash commitments, they play 
an important role in determining the character of the markets 
upon which they are traded. Markets composed purely of cash 
trading lack as a rule the continuous character of trading found 
in futures. Bids and offers as well as' purchases and sales are of 
frequent occurrence in future markets to afford facilities for 
the prompt handling of commitments and to supply to the trade 
generally a continuous series of quotations. As a collateral ef
fect, mention should also be made of the news gathering and 
news distributing service, the expenses of which are borne 
largely by the future trade. 

Short selling is a market-making feature supplied by futures. 
Upon purely cash or spot markets, one may speculate by buy
ing if prices are believed to be unduly low; but if they appear 
unduly high, there is no means by which one can actively ex
press his opinion in the market beyond the liquidation of any 
holdings he may have. By adding the feature of short selling, 
a two-sided and more evenly balanced market is provided, per
mitting the free expression of all opinion. The practice of ar
bitrage between markets, between futures, and between cash 
and futures is dependent in part upon this feature and to that 
extent short selling is an aid in maintaining a close relation
ship between the various phases of the market. It should be ob
served, also, that this feature is a contributing factor in making 
markets sensitive to the slightest change. There are disad
vantages in broadening the market by this means, some of which 
are mentioned in the following section. They are not, however, 
peculiar to short selling nor are they inherent in the practice. 

It is believed by some students of the subject, and generally 
stated to be the case by representatives of exchanges, that fu
ture trading has a leveling effect upon prices. Speculators are 
interested in so timing their purchases and sales that they will 
profit by advances or declines in price. 1£ intelligently done, the 
combined effect of their efforts should be to cause prices to 
rise or fall in advance of changing conditions and thus remove 
the extremes in price which would otherwise result. There is 
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ample evidence: that future conditions are discounted consider
ably in advance of their occurrence both in the cash market and 
in the future market It can also be shown that the future· 
market more clearly indicates probable developments in the 
market than does cash trading alone. But evidence is lacking 
on the question of whether prices are in any measure leveled 
purely as a result of future trading. Because futures are dealt 
in for periods several months in advance is not proof that pres
ent prices constitute forecasts of prices to prevail at this future 
date. The focus of trading interest in futures does not in fact 
extend at most beyond a period of a few weeks and at times 
not more than a few days. Forecasting of this sort is not likely 
to exercise much more of a leveling influence upon prices than 
that which can readily be done through cash trading. It should 
be observed, furthermore, that in broadening the market by 
means of futures, the poor in judgment as well as the capable 
are admitted, making possible at times the driving of prices 
farther out of line than they otherwise would go. 

Some Special Problems of Future Trading.-Markets in 
which future trading plays a prominent part are characterized 
by a number of rather distinctive features. The volume of trad
ing, for example, is not controlled by any physical limits such 
as the amount of product available to be bought or sold or the 
rapidity of turnover. As a matter of fact, the volume of future 
trading bears no dependable relationship whatever to the trade 
in the actual commodity upon which it is based. Instead, its 
limits depend largely upon the willingness or enthusiasm of the 
trading public to participate together with the ability of these 
traders to meet margin requirements. Of these two limits, the 
former is as a rule the controlling one since the meeting of 
margin requirements is usually a matter of those forced out 
being replaced either by new entrants or by larger commitments 
on the part of those who for the time being are profiting. Since 
the burden of maintaining the market rests largely upon the 
shoulders of commission firms, they are naturally interested in 
fostering a wide and continuing public interest. To this end, 
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an elaborate private wire and brokerage office system is cur
rently maintained and items of news and gossip of every sort 
found by experience to successfully enlist the interest of traders 
are continually being collected and circulated. 

No adverse criticism could be levied against these features 
were they in. every instance used in the proper way. There is 
no inherent defect in a large volume of trading as such nor in 
the widespread circulation of news. Both are in fact to be de
sired if they result in making the market a more dependable re
flector of fundamental conditions. But all too frequently an 
inferior quality of street" gossip is substituted for worth-while 
information, the quality of trading is dominated by the sheer 
force of large-scale buying or selling,-sometimes by one or 
two manipulative giants, sometimes by a mob-crazed public,
to drive the price for the time being beyond the bounds of in
telligent judgment. It is not often, however, that these trading 
factors occasion large fluctuations in proportion to the general 
level of prices, though they are factors of some importance 
most of the time. 

Every student of these highly organized markets will agree 
that there is a great deal of room for improvement in the gen
eral level of speculative intelligence. The question is how to 
raise this level. At the present time the only guide seems to be 
the school of experience in which as a rule a knowledge of the 
laws of chance is dearly paid for. Unfortunately this does not 
serve to temper and improve the quality of market opinion since 
a continual stream of new recruits supplants those who lose. 
Individuals with little or no knowledge of the grain trade or of 
the cotton trade and lacking in the poise that accompanies 
ample financial resources and training constitute an undesirable 
element in the future markets in these commodities. There are 
brokerage firms who recognize this defect and attempt to ex~ 
elude this element. But there are many others whose business 
is entirely dependent upon it. 

There is something to be said in favor of a federal or state 
system of licensing of brokerage firms in which their licenses 
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would be contingent upon the quality of financial and business 
standards they maintain. As a condition upon which a license 
would be granted, they should not be permitted to have any 
interest in the market, either as a firm or as individuals; their 
financial resources should exceed a minimum standard; the 
marginal deposits of their customers should exceed a minimum 
amount and should be treated as trust funds. If the standards 
were high, it might result in eliminating a margin of poorly 
equipped firms and traders. But those that continued should 
give to the exchanges and to the speculative trade generally a 
better standing in the business world. 

Speculation and Gambling.-The question of raising the 
standards of exchange trading is very closely related to the 
problem of gambling in futures. We have differentiated be
tween speCUlation and gambling on the economic ground of 
usefulness rather than on the basis of the usual legal concept 
of intent to deliver. Transactions upon recognized exchanges are 
well established from a legal point of view. Judged by the 
standard of economic usefulness, however, there is a sizable 
fraction of their trade which is nothing more than mere com
mercial wagers. Those, for example, whose training is in a 
field foreign to cotton or grain or the other commodities and 
who occasionally attempt to outguess the market do not in their 
net effect serve a useful purpose. To this group should be added 
those who lack adequate financial capacity. It is true they may 
serve to lend continuousness to the market, they may pay a 
part of the cost of maintaining an extensive news service, 
and they may carry a part of the hedges of trade interests. 
Some, too, may from time to time successfully anticipate prob
able market developments. But against these advantages are 
to be listed the losses of those who could not afford to trade, 
the adverse effect upon the market of those who fail to antici
pate probable price changes, and the ill effect of occasional 
widespread public participation. In many cases, too, those who 
do profit in their initial ventures pyramid their paper profits 
to lose ultimate!y. It is trading of this quality which encourages 
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the plunger with a financial backing of millions to keep the 
market in a continual turmoil. Were it possible to do so, it 
would certainly be desirable from a social as well as an eco
nomic point of view to rid the market of the small and unin
formed as well as the large market operator. 

This gambling aspect of future trading has long been recog
nized as one of the weaknesses of the organized exchange sys
tem. It is in fact considered by some to be of sufficient magni
tude to condemn this plan of marketing altogether. This is, 
however, an extreme view if argued apart from other im
portant aspects of future' trading and of alternative plans to 
take its place. The present exchange system has many desirable 
features. There is ample evidence, too, that the type of trader 
and trade practice prominent today is of a higher quality than 
that found thirty or forty years ago; and it seems reasonable to 
assume that at least a gradual improvement will continue. Most 
of the defective features in future trading are not inherent in 
the practice and this fact should be carefully considered in pro
posals to substitute some other plan. Finally it should be recog
niied that the borderline between speculation and gambling is 
difficult to determine and for this reason care should be taken 
to assure that efforts to prevent the latter do not also destroy 
the former. Speculation in the form of intelligent initiative and 
foresight is a highly important asset to any society, a character
istic to be given every opportunity for full expression and not 
to be retarded by close. regulation. 

Conditions Essential to Future Trading.-Closer insight in
to the place of future trading in our economic structure is to 
be had in a consideration of the conditions requisite to its suc
cessful development and operation, It is an interesting fact that 
the number of really successful commodity exchanges in this. 
country does not eXceed a dozen and that frequent attempts 
have been made to establish exchanges and have failed. The 
reasons for this are not hard to find. To be successful an ex
change must trade in contracts based upon a commodity which 
can be accurately graded and measured or weighed. The com-
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modity must be sufficiently durable to permit it to be held for 
some time if necessary. It must be fungible. These qualities 
are common to grain and cotton and to a considerable list of 
other commodities, some of which have markets in futures and 
some of which do not. 

There are, however, additional features essential to a success':' 
ful market in futures. It must have fluctuations in price of con
siderable amplitude and frequency: Speculation is an attempt to 
profit from advances or declines in price and it can be easily 
demonstrated that the volume of trading is largely dependent, 
other factors being favorable, upon the extent of the price 
movements in the market.1 The value of hedging is also de
pendent upon the extent of the price movements, there being 
little incentive to hedge in markets where the likelihood of loss 
is small. 

Whether a future market is successful or not is also de
pendent upon the conditions underlying the market causing or 
influencing its movements in price. These conditions, and the 
price movements growing out of them, should be fundamentally 
natural,-as free from artificial or man-made influence as pos
sible. We do not have a future market in iron, petroleum, re
fined sugar, lumber or coal in this country at the present time 
due in no small part to a lack of a sufficiently wide distribution 
of buying and/or selling interest in these commodities. The 
fluctuations in price are doubtless wide enough and of suffi
,dent frequency to warrant a market. These products can be 
graded, measured, stored and interchanged lot for lot fairly 
easily. But the control of the supplies in the wholesale channels 
of the industry is quite limited and this fact would have a re
straining effect upon contracts for their purchase or sale purely 
for speCUlative purposes. Billion dollar corporations do not care 
to have their price policy determined for them upon a market 
the fluctuations of which they are unable to momentarily an
ticipate. And were markets formed in these commodities, it is 
altogether doubtful whether they would flourish because of 

• See Figure 39, page 329. 



SUMMARY AND OUTLOOK 453 

the active or potential influence of these large interests. Their 
buying or selling, either as a speculation or as a hedge, could 
rather easily upset a market, assuming that they did not openly 
oppose it. And a knowledge that this is possible would exercise 
a very restraining influence upon all but the most foolhardy of 
the smaller interests in the trade. Markets have been attempted 
in this country in some of these commodities but without suc
cess. In contrast, it should· be observed that in the markets 
where future trading has been successful, the control of sup
plies is widely distributed among both buyers and sellers. Price 
is less likely to be controlled for any length of time by any 
single interest or group of interests, refleoting more fully the 
natural factors growing out of the trade. 

The Outlook for Future Markets.-Whether future mar
kets continue to occupy their present position or grow in im
portance or decline in importance will doubtless depend upon 
several rather than some one factor. At the present time 
(1931), their position in the United States is being seriously 
challenged by the farmer-cooperative movement sponsored by 
the Federal Government. What the ultimate outcome of this 
movement will be cannot be foretold; but it is clear that the 
extent to which it succeeds in mobilizing and controlling the 
commercial supplies of grain and cotton will measure the ex
tent to which future trading in these commodities will decline. 
There is little difference in the eyes of the speculator between 
control of an industry under governmental direction or under 
a cooperative organization and control by a board of directors 
holding the balance of power through stock ownership. Both 
are anti-competitive; both include elements of monopoly; in 
both cases the human factor is given a prominent place in the 
day-to-day determination of prices. 

The Agricultural Marketing Act and its operation·is but one 
part of a larger movement in this and other countries. It is the 
tendency in many lines of industry to integrate and where 
necessary to ask the aid of governmental power. We have come 
to believe that our railroads should consist of a few systems 
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of lines and that the Federal Government should come forward 
and aid in bringing this about. Where twenty-five years ago 
the evils of oil trusts furnished grist for presidential campaigns, 
today we are inclined to believe the Government should take 
the initiative in minimizing competition, conserving supplies 
and incidentally raising prices. Cooperation by the Government 
in raising tariffs to prohibitive levels continues a popular means 
of private subsidy. More and more, we have come to depend· 

. upon the cooperation of the Federal Reserve Board, the Treas
ury Department and other governmental or quasi-governmen
tal units in handling important problems in our credit structure. 

This mayor may not prove a wise policy in the long run. It 
has in its favor the elimination of waste and duplicated effort. 
It has against it the de-energizing effects which come from a 
dependence upon political aid and the assurance that one's com
petitors will not cause trouble. But it should be clear that this 
trend toward integration and control is in direct conflict with 
the highly organized type of competition found upon ex
changes. 

The outlook for future markets presents the alternatives of 
continued growth as a competitive system with improvements 
in methods of operation, or of gradual decline in which one or 
a few leading interests will ultimately come to dictate the policy 
of the trade. If the competitive plan is to be followed with fu
ture markets continuing to play an important part in the whole
sale distribution of commodities, these markets will need to im
prove materially the quality of their speculative judgment and 
to reduce materially the part now played by purely technical 
forces. It is possible for these markets to function far more 
perfectly than they now do both in their effect upon price and 
as a means of hedging, while at the same time minimizing the 
purely gambling aspects. To accomplish this, however, will re
quire something more than memorials to Congress and cam
paigns to "keep the Government out of business." It will re
quire a quality of market conduct which will leave no doubt 
about the fundamental character of the prices made thereon. 
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It will require an adequate code of rules and more particularly 
a rigid enforcement of these roles. Were substantial reform 
effected it seems likely that the exchange system would come 
to occupy an even larger place in commodity marketing than it 
now holds. Without substantial reform the system will un
doubtedly continue a subject of political attack with the possi
bility of ultimate replacement by some other plan of marketing. 



ApPENDIX A 

FIRST 12 SECTIONS OF THE UNITED STATES 
COTTON FUTURES ACT 

(Approved August 11, 1916, as amended March 4, 1919, U. S. C., Title 26, 
Secs. 731-752; May 31, 1920, 41 Stat. 725; and February 26, 1927, 
U. S. c., Supp. IV. Title 26, Sec. 736) 

That this act shall be known by the short title of the "United States 
cotton futures act." 

SEC. 2. That, for the purposes of this act. the term "contract of 
sale" shall be held to include sales, agreements of sale, and agreements 
to sell. That the word "person," wherever used in this act, shall be 
construed to import the plural or singular, as the case demands, and 
shall include individuals, associations, partnerships, and cocporations. 
When construing and enforcing the provisions of this act, the act, 
omission, or failure of any official, agent, or other person acting for 
or employed by any association, partnership. or corporation within the 
scope of his employment or office, shall, in every case, also be deemed 
the act, omission, or failure of such association, partnership, or cor
poration as well as that of the person. 

SEC. 3. That upon each. contract of sale of any cotton for future 
delivery made at, on, or in any exchange, board of trade, or similar 
institution or place of business, there is hereby levied a tax in the 
nature of an excise of 2 cents for each pound of the cotton involved 
in any such contract. 

SEC. 4. That each contract of sale of cotton for future delivery men
tioned in section 3 of this act shall be in writing plainly stating, or 
evidenced by written memorandum showing, the terms of such con
tract, including the quantity of the cotton involved and the names and 
addresses of the seller and buyer in such contract, and shall be signed 
by the party to be charged, or by his agent in his behalf. If the contract 
or memorandum specify in bales the quantity of the cotton involved, 
without giving the weight, each bale shall, for the purpose of this act, be 
deemed to weigh 500 pounds. 

SEC. 5. That no tax shall be levied under this act on any contract of 
sale mentioned in section 3 hereof if the contract comply with each 
of the following conditions: 

First. Conform to the requirements of section 4 of, and the rules 
and regulations made pursuant to, this act. 

Second. Specify the basis grade for the cotton involved in the con
tract, which shall be one of the grades for which standards are estab-
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fished by the Secretary of Agriculture, except grades prohibited from 
being delivered on a contract made under this section by the fifth sub
division of this section, the price per pound at which the cotton of such 
basis grade is contracted to be bought or sold, the date when the pur
chase or sale was made, and the month or months in which the contract 
is to be fulfilled or settled: Provided, That middling shall be deemed 
the basis grade incorporated into the contract if no other basis grade 
be specified either in the contract or in the memorandum evidencing 
the same. 

Third. Provide that the cotton dealt with therein or delivered there
under shall be of or within the grades for which standards are estab
lished by the Secretary of Agriculture except grades prohibited from 
being delivered on a contract made under this section by the fifth 
subdivision of this section and no other grade or grades. 

Fourth. Provide that in case cotton of grade other than the basis 
grade be tendered or delivered in settlement of such contract, the 
differences above or below the contract price which the receiver shall 
pay for such grades other than the basis grade shall be the actual 
commercial differences, determined as hereinafter provided. 

Fifth. Provide that cotton that, because of the presence of extrane
ous matter of any character, or irregularities or defects, is reduced in 
value below that of low middling, or cotton that is below the grade of 
low middling, or. if tinged, cotton that is below the grade of strict 
middling, or, if yellow stained, cotton that is below the grade of good 
middling, the grades mentioned being of the official cotton standards 
of the United States, or cotton that is less than seven-eights of an 
inch in length of staple, or cotton of perished staple or of immature 
staple, or cotton that is "gin cut" or reginned, or cotton that is "re
packed" or "false packed" or "mixed packed" or "water packed," shall 
not be delivered on, under, or in settlement of such contract. 

Sixth. Provide that all tenders of cotton under such contract shall 
be the full number of bales involved therein, except that such varia
tions of the number of bales may be permitted as is necessary to bring 
the total weight of the cotton tendered within the provisions of the 
contract as to weight; that, on the fifth business day prior to delivery, 
the person making the tender shall give to the person receiving the 
same written notice of the date of delivery, and that, on or prior to 
the date so fixed for delivery, and in advance of final settlement of 
the contract, the person making the tender shall furnish to the person 
receiving the same a written notice or certificate stating the grade of 
each individual bale to be delivered and, by means of marks or num
bers, identifying each bale with its grade. 

Seventh. Provide that all tenders of cotton and settlements therefor 
under such contract shall be in accordance with the classification there
of made under the regulations of the Secretary of Agriculture by such 
officer or officers of the Government as shall be designated for the 



458 FUTURE TRADING 

purpose, and the costs of such classification shall be fixed, assessed, 
collected, and paid as provided in such regulations. All moneys collected 
as such costs may be used as a revolving fund for carrying out the 
purposes of this subdivision, and section nineteen of this act is amended 
accordingly. 

The provisions of the third, fourth, fifth, sixth, and seventh sub
divisions of this section shall be deemed fully incorporated into any 
such contract if there be written or pri!1.ted thereon, or on the mem
orandum evidencing the same, at or prior to the time the same is 
signed, the phrase "Subject to United States cotton futures act, sec
tion 5." 

The Secretary of Agriculture is authorized to prescribe regulations 
for carrying out the purposes of the seventh subdivision of this section, 
and the certificates of the officers of the Government as to the classi
fication of any cotton for the purposes of said subdivision shall be 
accepted in the courts of the United States in all suits between the 
parties to such contract, or their privies, as prima facie evidence of 
the true classification of the cotton involved. 

SEC. 6. That for the purposes of section 5 of this act the differences 
above or below the contract price which the receiver. shall pay for 
cotton of grades above or below the basis grade in the settlement of a 
contract of sale for the future delivery of cotton shall be determined 
by the actual commercial differences in value thereof upon the sixth 
business day prior to the day fixed, in accordance with the sixth sub
division of section 5, for the delivery of cotton on the contract, es
tablished by the sale of spot cotton in the spot markets of not less 
than five places designated for the purpose from time to time by the 
Secretary of Agriculture, as such values were established by the sales 
of spot cotton, in such designated five or more markets: Provided, 
That for the purpose of this section such values in the said spot 
markets be based upon the standards for grades of cotton established 
by the Secretary of Agriculture: And provided further, That when
ever the value of one grade is to be determined from the sale or sales 
of spot cotton of another grade or grades, such value shall be fixed 
in accordance wito rules and regulations which shall be prescribed for 
the purpose by the Secretary of .Agriculture. 

SEC. 6A. That no tax shall be levied under this act on any contract 
of sale mentioned in section 3 hereof if the contract provide that, 
in case cotton of grade or grades other than the' basis grade specified 
in the contract shall be tendered in performance of the contract, the 
parties to such contract may agree, at the time of the tender, as to 
the price of the grade or grades so tendered, and that if they shall 
not then agree as to such price, then, and in that event, the buyer of 
said contract shall have the right to demand the specific fulfillment 
of such contract by the actual delivery of cotton of the basis grade 
named therein and at the price specified for such basis grade in said 
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contract, and if the contract also comply with all the terms and con
ditions of section 5 hereof not inconsistent with this section: Provided, 
That nothing in this section shall be so construed as to relieve from 
the tax levied by section 3 of this act any contract in which, or in 
the settlement of or in respeCt to which, any device or arrangement 
whatever is resorted to, or any agreement is made, for the determina
tion or adjustment of the price of the grade or grades tendered other 
than the basis grade specified in the contract by any "fixed difference" 
system, or by arbitration, or by any other method not provided for by 
this act. 

Contracts made in compliance with this section shall be known as 
"section 6A contracts." The provisions of this section shall be deemed 
fully incorporated into any such contract if there be written or printed 
thereon, or on the memorandum evidencing the same, at or prior to 
the time the same is signed, the phrase "SUbject to United States 
cotton futures act, section 6A." 

Section 10 of this act shaII not be construed to apply to any con
tract of sale made in compliance with section 6A hereof. 

SEC. 7. That for the purposes of this act the only markets which 
shall be considered bona fide spot markets shall be those which the 
Secretary of Agriculture shall, from time to time, after investiga
tion, determine and designate to be such, and of which he shall give 
public notice. 

SEC. 8. That in determining, pursuant to the provisions of this act, 
what markets are bona fide spot markets, the Secretary of Agriculture 
is directed to consider only markets in which spot cotton is sold in 
such volume and under such conditions· as customarily to reflect ac
curately the value of middling cotton and the differences between the 
prices or values of middling cotton and of other grades of cotton for 
which standards shall have been established by the Secretary of Agri
culture: Provided, That if there be not sufficient places, in the markets 
of which are made bona fide sales of spot cotton of grades for which 
standards are established by the Secretary of Agriculture, to enable 
him to designate at least five spot markets in accordance with section 
6 of this act, he shall, from data as to spot sales collected by him, 
make rules and regulations for determining the actual commercial 
differences in the value of spot cotton of the grades established by 
him as reflected by bona fide sales of spot cotton, of the same or 
different grades, in the markets selected and designated by him, from 
time to time, for that purpose, and in that ev:ent, differences in value 
of cotton of various grades involved in contracts made pursuant to 
section 5 of this act shall be determined in compliance with such rules 
and regulations: Provided further, That it shall be the duty of any per
son engaged in the business of dealing in cotton, when requested by the 
Secretary of Agriculture or any agent acting under his instructions, 
to answer correctly to the best of his knowledge, under oath or other~ 
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wise, all questions touching his knowledge of the number of bales, the 
classification, the price or bona fide price offered, and other terms of 
purchase or sale, of any cotton involved in any transaction participated 
in by him, or to produce all books, letters, papers, or documents in his 
possession or under his control relating to such matter. Any such per
son who shall, wi-thin a reasonable time prescribed by the Secretary 
of Agriculture or such agent, willfully fail or refuse to answer such 
questions or to produce such books, letters, papers, or documents or who 
shall willfully give any answer that is false or misleading, shall be guilty 
of a misdemeanor, and upon conviction thereof shall be punished by 
a fine not exceeding $500. 

SEC. 9. That the Secretary of Agriculture is authorized, from time 
to time, to establish and promulgate standards of cotton by which its 
quality or value may be judged or determined, including its grade, 
length of staple, strength of staple, color, and such other qualities, 
properties, and conditions as may be standardized in practical form, 
which, for the purposes of this act, shall be known as the "Official 
cotton standards of the United States," and to adopt, change, or re
place the standard for any grade of cotton established under the act 
making appropriations for the Department of Agriculture for the fiscal 
year ending June 30, 1909 (Thirty-five Statutes at Large, page 251), 
and acts supplementary thereto: Provided, That any standard of any 
cotton established and promulgated under this act by the Secretary of 
Agriculture shall not be changed or replaced within a period less than 
one year from and after the date of the promulgation thereof by the 
Secretary of Agriculture: Provided further, That, subsequent to 
six months after the date section 3 of this act becomes effective, 
no change or replacement of any standard of any cotton estab
lished and promulgated under this act by the Secretary of Agri
culture shall become effective until after one year's public notice 
thereof, which notice shall specify the date when the same is to 
become effective. The Secretary of Agriculture is authorized and 
directed to prepare practical forms of the official cotton standards 
which shall be established by him, and to furnish such practical forms 
from time to time, upon request, to any person, the cost thereof, as 
determined by the Secretary of Agriculture, to be paid by the person 
requesting the same, and to certify such practical forms under the 
seal of the Department of Agriculture and under the signature of the 
said Secretary, thereto affixed by himself or by some official or em
ployee of the Department of Agriculture thereunto duly authorized by 
the said Secretary. 

SEC. 10. That no tax shall be levied under this act on any contract 
of sale mentioned in section 3 hereof, if the contract comply with 
each of the following conditions: 

First. Conform to the rules and regulations made pursuant to this 
act. 
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Second. Specify the grade, type, sample, or description of the cotton 
involved in the contract, the price per pound at which such cotton is 
contracted to be bought or sold, the date of the purchase or sale, and 
the time when shipment or delivery of such cotton is to be made. 

Third. Provide that cotton of or within the grade or of the type, or 
according to the sample or description, specified in the contract shall 
be delivered thereunder, and that no cotton which does not conform 
to the type, sample, or description, or which is not of or within the 
grade specified in the contract shall be tendered or delivered there
under. 

Fourth. Provide that the delivery of cotton under the contract shall 
not be effected by means of "set-off" or "ring" settlement, but only 
by the actual transfer of the specified cotton mentioned in the contract. 

The provisions of the first, third, and fourth subdivisions of this sec
tionshall be deemed fully incorporated into any such contract if there 
be written or printed thereon, or on the document or memorandum 
evidencing the same, at or prior to the time the same is entered into, 
the words "subject to United States Cotton Futures Act, section 10." 

This act shall not be construed to impose a tax on any sale of spot 
cotton. 

This section shall not be construed to apply to any contract of sale 
made in compliance with section 5 of this act. 

SEC. 11. That the tax imposed by section 3 of this act shall be paid 
by the seller of the cotton involved in the contract of sale, by means 
of stamps which shall be affixed to such contracts, or to the memoranda 
evidencing the same, and canceled in compliance with rules and regu
lations which shall be prescribed by the Secretary of the Treasury. 

SEC. 12. That no contract of sale of cotton for future delivery men
tioned in section 3 of this act which does not conform to the require
ments of section 4 hereof and has not the necessary stamps affixed 
thereto as required by section 11 hereof shall be enforceable in any 
court of the United States by, or on behalf of, any party to such 
contract or his privies. 

[Sections 13 to 22 relate mainly to the collection of the tax provided for 
in Section 3.-Author.] 



ApPENDIX ~ 

THE GRAIN FUTURES ACT 

[PUBLIC-No. 331-67TH CONGRESS.] 

[H. R. 11843.] 

An Act For the prevention and removal of obstructions and burdens upon 
interstate commerce in grain, by regulating transactions on grain future 
exchanges, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the 
United States of America in Congress assem:bled, This Act shall be 
known by the short title of "The Grain Futures Act." 

SEC. 2. (a) For the purposes of this Act "contract of sale" shall 
be held to include sales, agreements of· sale, and agreements to sell. 
The word "person" shall be construed to import the plural or singular, 
and shall include individuals, associations, partnerships, corporations, 
and trusts. The word "grain" shall be construed to mean wheat, corn, 
oats, barley, rye, flax, and sorghum. The term "future delivery," as 
used herein, shall not include any sale of cash grain for deferred ship
ment or delivery. The words "board of trade" shall be held to include 
and mean any exchange or association, whether incorporated or unin
corporated, of persons who shall be engaged in the business of buying 
or selling grain or receiving the same for sale on consignment. The 
act, omission, or failure of any official, agent, or other person acting 
for any individual, association, partnership, corporation, or trust with
in the scope of his employment or office shall be deemed the act, 
omission, or failure of such individual, association, partnership, cor
poration, or trust, as well as of such official, agent, or other person. 
The words "interstate commerce" shall be construed to mean com
merce between any State, Territory, or possession, or the District of 
Columbia, and any place outside thereof; or between points within the 
same State, Territory, or possession, or the District of Columbia, but 
through any place outside thereof, or within any .Territory or posses
sion, or the District of Columbia. 

(b) For the purposes of this Act (but not in any wise limiting 
the foregoing definition of interstate commerce) a transaction in re
spect to any article shall be considered to be in interstate commerce 
if such article is part of that current of commerce usual in the grain 
trade whereby grain and grain products and by-products thereof 
are sent from one State with the expectation that they will end their 
transit, after purchase, in another, including, in addition to cases with-
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in the above general description, all cases where purchase or sale is 
either for shipment to another State, or for manufacture within the 
State and the shipment outside the State of the products resulting 
from such manufacture. Articles normally in such current of com
merce shall not be considered out of such commerce through resort 
being had to any means or device intended to remove transactions in 
respect thereto from the provisions of this Act. For the purpose of 
this paragraph the word "State" includes Territory, the District of 
Columbia, possession of the United States, and foreign nation. 

SEC. 3. Transactions in grain involving the sale thereof for future 
delivery as commonly conducted on boards of -trade and known as 
"futures" are affected with a national public interest; that such trans
actions are carried on in large volume by the public generally and by 
persons engaged in the business of buying and selling grain and the 
products and by-products thereof in interstate commerce; that the 
prices involved in such transactions are generally quoted and dis
seminated throughout the United States and in foreign countries as a 
basis for determining the prices to the producer and the consumer of 
grain and the products and by-products thereof and to facilitate the 
movements thereof in interstate commerce; that such transactions 
are utilized by shippers, dealers, millers, and others engaged in han
dling grain and the products and by-products thereof in interstate 
commerce as a means of hedging themselves against possible loss 
through fluctuations in price; that the transactions and prices of 
grain on such boards of trade are susceptible to speculation, manipula
tion, and control, and sudden or unreasonable fluctuations in the prices 
thereof frequently occur as a result of such speculation, manipulation, 
or control, which are detrimental to the producer or the. consumer 
and the persons handling grain and products and by-products thereof 
in interstate commerce, and that such fluctuations in prices are an 
obstruction to and a burden upon interstate commerce ~n "grain and 
the products and by-products thereof and render regulation imperative 
for the protection of such commerce and the national public interest 
therein. 

SEC. 4. It shall be unlawful for any person to deliver for trans
mission through the mails or in interstate commerce by telegraph, 
telephone, wireless, or other means of communication any offer to 
make or execute, or any confirmation of the execution of, or any 
quotation or report of the price of, any contract of sale of grain for 
future delivery on or subject to the rules of any board of trade 'in 
the United States, or for any person to make or execute such contract 
of sale, which is or may be used for (a) hedging any transaction in 
interstate commerce i~ grain or the products or by-products thereof, 
or (b) determining the price basis of any such transaction in inter
state commerce, or (c) delivering grain sold, shipped, or received 
in interstate commerce for the fulfillment thereof, except-
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(a) Where the seller is at the time of the making of such contract 
the owner of the actual physical property covered thereby, or is the 
grower thereof, or in case either party to the contract is the owner or· 
renter of land on which the same is to be grown, or is an association 
of such owners, or growers of grain, or of such owners or renters 
of land; or 

(b) Where such contract is made by or· through a member of a 
board of trade which has been . designated by the Secretary of Agri
culture as a "contract market," as hereinafter provided, and if such 
contract is evidenced by a record in writing which shows the date, the 
parties to such contract and their addresses, the property covered and 
its price, and the terms of delivery: Provided, That each board mem
ber shall keep such record for a period of three years from the date 
thereof, or for a longer period if the Secretary of Agriculture shall 
so direct, which record shall at all times be open to the inspection of 
any representative of the United States Department of Agriculture or 
the United States Department of Justice. . 

SEC. S. The Secretary of Agriculture is hereby authorized and 
directed to designate any board of trade as a "contract market" when, 
and only when, such board of trade complies with and carries out the 
following conditions and requirements: 

(a) When located at a terminal market where cash grain of the 
kind specified in the contracts of sale of grain for future delivery 
to be executed on such board is sold in sufficient volumes and under 
such conditions as fairly to reflect the general value of the grain and 
the differences iii value between the various grades of such grain, and 
where there is available to such board of trade official inspection 
service approved by the Secretary of Agriculture for the purpose. 

(b) When the governing board thereof provides for the making 
and filing by the board or any member thereof, as the Secretary of 
Agriculture may direct, of reports in accordance with the rules and 
regulations, and in such manner and form and at such times as may 
be prescribed by the Secretary of Agriculture, showing the details 
and terms of all transactions entered into by the board, or the mem
bers thereof, either in cash transactions consummated at, on, or 
in a board of trad.e, or transactions for future delivery, and when 
such governing board provides, in accordance with such rules and 
regulations, for the keeping of a record by the board or the members 
of the board of trade, as the Secretary of Agriculture may direct, 
showing the details and terms of all cash and future transactions 
entered into by them, consummated at, on, or in a board of 
trade, such record to be in permanent form, showing the parties 
to. all such transactions, including the persons for whom made, any 
assignments or transfers thereof, with the parties thereto, and the 
manner in which said transactions are fulfilled, discharged, or ter
minated. Such record shall be required to be kept for a period or 
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three years from the date thereof, or for a longer period if the 
Secretary of Agriculture shall so direct, and shall at all times be open
to the inspection of any representative of the United States Department 
of Agriculture or United States Department of Justice. 

(e) When the governing board thereof provides for the prevention 
of dissemination by the board or any member thereof, of false or 
misleading or knowingly inaccurate reports concerning crop or market 
information or conditions that affect or tend to affect the price of 
grain in interstate commerce. 

(d) When the governing board thereof provides for the prevention 
of manipulation of prices or the cornering of any grain by the dealers 
or operators upon such board. 

( e) When the governing board thereof does not exclude from mem
bership in, and all privileges on, such board of trade, any duly au
thorized representative of any lawfully formed and conducted co
operative association of producers having adequate financial responsi
bility which is engaged in cash grain business, if such association has 
complied, and agrees to comply, with such terms and conditions as are 
or may be imposed lawfully on other members of such board: Pro
vided, That no rule of a contract market shall forbid or be construed 
to forbid the return on a patronage basis by such cooperative associa
tion to its bona fide members of moneys collected in excess of the 
expense of conducting the business of such association. 

(f) When the governing board provides for making effective the 
final orders or decisions entered pursuant to the provisions of para
graph (b) of section 6 of this Act. 

SEC. 6. Any board of trade desiring to be designated a "contract 
market" shall make application to the Secretary of Agriculture for 
such designation and accompany the same with a showing that it 
complies with the above conditions, and with a sufficient assurance 
that it will continue to comply with the above requirements. 

(a) A commission composed of the Secretary of Agriculture, the 
Secretary of Commerce, and the Attorney General is authorized to 
suspend for a period-not to exceed six months or to revoke the designa
tion of any board of trade as a "contract market" upon a showing 
that such board of trade has failed or is failing to comply with any 
of the above requirements or is not ~nforcing its rules of government 
made a condition of its designation as set forth in section 5. Such sus
pension or revocation shall onJy be after a notice to the officers of 
the board of trade affected and upon a hearing: Provided, That such 
suspension or revocation shall be final and conclusive unless within 
fifteen days after such suspension or revocation by the said commission 
such board of trade appeals to the circuit court of appeals for the 
circuit in which it has its principal place of business by filing with 
the clerk of such court a written petition praying that the order of the 
Jlaid commission be set aside or modified in the manner stated in the 
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petition, to~ther with a bond in such sum as the court may determine, 
conditioned that "such board of trade will pay the costs of the pro
ceedings if the court so directs. The clerk of the court in which such 
a petition is filed shall immediately cause a copy thereof to be de
livered to the Secretary of Agriculture, chairman of said commission, 
or any member thereof, and the said commission shall forthwith pre
pare, certify, and file in the court a full and accurate transcript of the 
record in such proceedings, including the notice to the board of trade, 
a copy of the charges, the evidence, and the report and order. The 
testimony and evidence taken or submitted before the said commission 
duly certified and filed as aforesaid as a part of the record shall be 
considered by the court as the evidence in the case. The proceedings 
in such cases in the circuit court of appeals shall be made a preferred 
cause and shall be expedited in every way. Such a court may affirm 
or set aside the order of the said commission or may direct it to 
modify its order. No such order of the said commission shall be modi
fied or set aside by the circuit court of appeals unless it is shown by 
the board of trade that the order is unsupported by the weight of the 
evidence or was issued without due notice and a reasonable oppor
tunity having been afforded to such board of trade for a hearing, or 
infringes the Constitution of the United States, or is beyond the 
jurisdiction of said commission: Provided further, That if the Secre
tary of Agriculture shall refuse to designate as a contract market any 
board of trade that has made application therefor, then such board of 
trade may appeal from such refusal to the commission described 
therein, consisting of the Secretary of Agriculture, the Secretary of 
Commerce, and the Attorney General of the United States, with the 
right to appeal as provided for in other cases in this section, the de
cision on such appeal to be final and binding on all parties interested. 

(b) If the Secretary of Agriculture has reason to believe that any 
person is violating any of the provisions of this Act, or is attempting 
to manipulate the market price of any grain in violation of the pro
visions of section 5 hereof, or of any of the rules or regulations made 
pursuant to its requirements, he may serve upon such person a com
plaint stating "his charge in that respect, to which complaint shall be 
attached or contained therein a .notice of hearing, specifying a day 
and place not less than three days after the service thereof, requiring 
such person to show cause why an order should not be made directing 
that all contract" markets until further notice of the said commission 
refuse all trading privileges thereon to such person. Said hearing may 
be held in Washington, District of Columbia, or elsewhere, before 
the said commission, or before a referee designated by the Secretary 
of Agriculture, who shall cause all evidence to be reduced to writing 
and forthwith transmit the same to the Secretary of Agriculture as 
chairman of the said commission. That for the purpose of securing 
effective enforcement of the provisions of this Act the provisions, in-
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cluding penalties, of section 12 of the Interstate Commerce Act, as 
amended, relating to the attendance and testimony of witnesses, the 
production of documentary evidence, and the immunity of witnesses, 
are made applicable to the power, jurisdiction, and authority of the 
Secretary of Agriculture, the said commission, or said referee in pro
ceedings under this Act, and to persons subject to its provisions. Upon 
evidence received the said commission may require all contract markets 
to refuse such person all trading privileges thereon for such period 
as may be specified in said order. Notice of such order shall be sent 
forthwith by registered mail or delivered to the offending person and 
to the governing boards of said contract markets. After the issuance 
of the order by the commission, as aforesaid, the person against whom 
it is issued may obtain a review of such order or such other equitable 
relief as to the court may seem just by filing in the United States 
circuit court of appeals of the circuit in which the petitioner is doing 
business a written petition praying that the order of the commission 
be set aside. A copy of such petition shall be forthwith served upon 
the commission by delivering such copy to its chairman or to any 
member thereof, and thereupon the commission shalI forthwith certify 
and file in the court a transcript of the record theretofore made, in
cluding evidence received. Upon the filing of the transcript the court 
shall have jurisdiction to affirm, to set aside, or modify the order 
of the commission, and the findings of the commission as to the facts, 
if supported by the weight of evidence, shall in like manner be con
clusive. In proceedings under paragraphs (a) and (b) the judgment 
and decree of the court shall be final, except that the same shall be 
subject to review by the Supreme Court upon certiorari, as provided 
in section 240 of the Judicial Code. 

SEC. 7. Any board of trade that has been designated a contract 
market in the manner herein provided may have such designation va
cated and set aside by giving notice in writing to the Secretary of Agri
culture requesting that its designation as a contract market be vacated, 
which notice shall be served at least ninety days prior to the date named 
therein as the date when the vacation of designation shall take effect. 
Upon receipt of such notice th~ Secretary of Agriculture shall forth
with order the vacation of the designation of such board of trade as a 
contract market, effective upon the day named in the notice, and shall 
forthwith send a copy of the notice and his order to all other contract 
markets. From and after the date upon which the vacation became 
effective the said board of trade can thereafter be designated again 
a contract market by making application to the Secretary of Agri
culture in the manner herein provided for an original application. 

SEC. 8. For the efficient execution of the provisions of this Act, and 
in order to provide information for the use of Congress, the Secretary 
of Agriculture may make such investigations as he may deem neces
sary to ascertain the facts regarding the operations of boards of trade, 
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whether prior or subsequent to the enactment of this Act, and may 
publish from time to time, in his discretion, the result of such in
vestigationand such statistical information gathered therefrom as he 
may deem of interest to the public, except data and information which 
would separately disclose the business transactions of any person and 
trade secrets or names of customers: Provided, That nothing in this 
section shall be construed to prohibit the Secretary of Agriculture 
from making or issuing such reports as he may deem necessary relative 
to the conduct of any board of trade or of the transactions of any 
person found guilty of violating the provisions of this Act under the 
proceedings prescribed in section 6 of this Act: Provided. further, 
That the Secretary of Agr-iculture in any report may include the facts 
as to any actual transaction. The Secretary of Agriculture, upon his 
own initiative or in cooperation with existing governmental agencies, 
shall investigate marketing conditions of grain and grain products 
and by-products, including supply and demand for these commodities, 
cost to the consumer, and handling and transportation charges. He 
shall likewise compile and furnish to producers, consumers, and dis
tributors, by means of regular or special reports, or by such methods 
as he may deem most effective, information respecting the grain 
markets, together with information on supply, demand, prices, and 
other conditions in this and other countries that affect the markets. 

SEC. 9. Any person who shall violate the provisions of section 4 
of this Act, or who shall fail to evidence any contract mentioned in 
said section by a record in writing as therein required, or who shall 
knowingly or carelessly deliver for transmission through the mails or 
in interstate commerce by telegraph, telephone, wireless, or other 
means of communication false or misleading or knowingly inac
curate reports concerning crop or market information or conditions 
that affect or tend to affect the price of grain in interstate commerce, 
shall be deemed guilty of a misdemeanor, and, upon conviction thereof, 
be fined not more than $10,000 or imprison~d for not more than one 
year, or both, together with the costs of prosecution. 

SEC. 10. If any provision of this Act or the application thereof to 
any person or circumstances is held invalid, the validity of the re
mainder of the Act and of the application of such provision to other 
persons and circumstances shall not be affected thereby, 

SEC. 11. No fine or imprisonment shall be imposed for any violation 
of this Act occurring before the first day of the second month follow
ing its passage. 

SEC. 12. The Secretary of Agriculture may cooperate with any de
partment or agency of the Government, any State, Territory, District, 
or possession, or department, agency, or political subdivision thereof, 
or any person; and shall have the power to appoint, remove, and fix 
the compensation of such officers and employees, not in conflict with 
existing law, and make such expenditures for rent outside the District 
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of Columbia, printing, telegrams, telephones, law books, books of 
reference, periodicals. furniture, stationery. office equipment. travel, 
and other supplies and expenses as shaU be necessary to the adminis
tration of this Act in the District of Columbia and elsewhere, and there 
are hereby authorized to be appropriated, out of any moneys in the 
Treasury not otherwise appropriated, such sums as may be necessary 
for such purposes. 

Approved, September 21, 1922. 
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New Orleans Cotton Exchange, Secretary's Report. N. O. An annual 
summary of cotton statistics. 
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Accommodation trades, as a price 

factor, 343 
"Account sales," 170 
Accounting, inter-broker, 216 
Approach, to study of future trad-

ing, 6 
Arbitragers, characteristics of, 139 
Arbitraging: as a market-making 

function, 423; as a price factor, 
340; see Spreading 

Arbitration of disputes, 158 
"At the market" orders, 175 

Barley futures, trade in, 33, 54 
Barnard's Act, Sir John, 113 
Basis: as influenced by credit needs, 

404; as influenced by inverted 
market, 406; trading in, 403 

Basis gain or loss: expected and 
unexpected, 386, 405; nature of, 
385,405 

Bibliography, 470 
Board of Trade of the City of Chi-

cago, see Chicago Board of Trade 
Brokerage license, 347 
Brokerage offices, 122 
Brokers: often traders, 134; types 

of, 133 
Bucket shops: attitude of ex

changes regarding, 3S8; laws 
prohibiting, 3S6; rules regarding, 
ISS 

Bulk handling of grain in relation 
to development of future trad
ing,24 

Business conduct of members, IS4 
Butter futures: development of 

trading, 48; volume of trading, 
5S 

Call cotton: nature of, 400; specu
lation in, 402 

C~sh contract, contrasted with fu
ture, 105, 109 
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Cash and future prices: compared, 
254; determined by factors com
mon to both, 259; effect of de
liverable supplies on, 308; ef
fect of difference system on, 300 ; 
effect of spreading on, 257; in
fluence of cost of carrying cash 
c;ommodity, on, 267; influence of 
grades on, 266; reasons for vari
ations between, 265, 273; season
al variation in, 269-73; why sim
ilar in price movement, 256 

Character of cotton, see Oassifica
tion of cotton, character 

Chicago, growth as a grain center, 
IS 

Chicago Board of Trade: adoption 
of rules for futures, 29; early 
grain grading by, 26; early 
opposition to future trading up
on, 29; forms used in clearing, 
210; importance of; 9; organiza
tion of trade in cotton futures 
upon,44 

Chicago Live Stock Exchange, 
trade in live hog futures upon, 
S3 

Chicago Mercantile Exchange: 
trade in butter futures, 48, 55; 
trade in egg futures, 48, 55; trade 
in potato futures, 53 

Chicago Open Board of Trade: 
development of, 33; volume of 
future trading, 54 

Classification of cotton: 81, char
acter, 88; grade, 83; staple, 87; 
U. S. standards, 84 

Oearing: affected by margins, 188; 
between brokers, 185; complete 
method adopted, 198; confirma
tion of transactions, 204; by di
rect settlement, 189; handling of 
deliveri~s, 213; legality of, 221; 
money balances, 195; need for, 
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186; original margin required, 
208; the process of, 211; pur
chase and sales sheet used in, 
205; resistance to, 199; results in 
daily adjustment of profits and 
losses, 212; by ring settlement, 
190; by transfer, 191; by trans
ferable notice, 193; use of call 
variation margin in, 211; use of 
the recapitulation sheet in, 207; 
use of settlement price in, 196; 
variation margin used in, 207, 209 

bearing house: financial responsi
bility of, 215; form of organiza
tion, 201 ; relation to its members, 
202 

Cocoa futures: development of 
trading, 49; volume of trading, 
55 

Coffee futures: early trading in, 
46; volume of future trading, 55 

Commercial difference system: 284, 
288; limitations of, 297 

Commission broker, work of, 133 
Commission rules of exchanges, 

156 
Commodity markets: inter-mem-

berships, 123; see Exchanges 
Confirmation of future trades, 204 
Consignment of grain, 67 
Continuous market, 419 
Contract, future: for cotton, 100; 

for grain, 99 
Cooperation in relation to future 

trading, 10 
Cooperative marketing of cotton, 

92 
Copper futures: development of 

trading, 51; volume of trading, 
55 

Com: seasonal variation in the 
price of, 248, 272; supply-price 
relationship for, 244 

Corners: due to deliverable sup
plies, 317; minimized by. differ
ence systems, 277 

Cost of production as a price fac
tor, 234 

Cotton: buying price at country 
points, 264; classification of, see 
Qassification of cotton; con
sumption of American crop, 80; 
demand inelastic, 238; extent of 
hedging in, 411; international 
trade, 80; production, 79; sale by 
description, 97; sale by sample, 
96; sale by type, 96; seasonal 
variation in the price of, 248, 
272; supply-price relationship 
for, 243 

Cotton futures: contract, 100; early 
development in New York, 40; 
early growth of trading, 42; 
early standardization of the con
tract, 42; influence of Civil War 
speculation, 38; importance of 
trade in, 9; "to arrive" sale as a 
basis for, 37 

Cotton Futures Act: analyzed, 285 ; 
text, 456 

Cotton marketing: cooperative as
sociations, 92; through a factor, 
93; by the farmer, 89; local buy
ers, 90; local trading, 91; by 
merchants, 95 ; the sorting of cot
ton, 93; warehousing, 94 

Cotton merchant, see Cotton mar
keting, by merchants 

Cotton trade, development of, 35 
Cottonseed futures: development 

of trading, 52; volume of trad
ing, 55 

Cottonseed meal futures: develop
ment ~f trading, 52; volume of 
trading, 55 . 

Cottonseed oil futures: develop
ment of trading, 47; volume of 
trading, 55 

Country elevator hedging, 390 
Credit improved by hedging, 380 
"Crossed orders," as a price factor, 

344 
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Curb trading in grain· futures, 18 

Definition of future contract, 118 
Deliverable supplies: artificial fac

tors affecting, 313; out 0 f chan
nel of shipment, 310; out of con
dition, 311; effeq of distant de
livery, 321; effect on price, 308, 
312; ideal conditions, 306; na
tural factors affecting, 309; rem
edies, 318; "squeezes," 316 

Deliveries: in clearing trades, 213; 
cotton future contracts, 108; by 
customers, 173; on grain future 
contracts, 106 

Delivery notice, see Transferable 
notice as a method of clearing 

Delivery period, evolution in grain 
futures, 27 

Demand: elastic and inelastic, 237; 
for grain and cotton, 237; as a 
price factor, 235; a schedule of 
prices, 236 

Departments of exchanges, 153 
Difference systems: to avoid cor

ners, 277; based on some physical 
factor, 299; to broaden market, 
278; commercial, 284, 288; to 
compensate fairly buyer and sell
er, 279; Cotton Futures Act, 286; . 
fixed, 280; limitations of com
mercial differences, 297; limita
tiolls of fixed differences, 290; 
limitations of periodic differ
ences, 294; occasion for, 277; 
periodic, 283 

Direct settlement as a clearing 
method, 189 

Duluth Board of Trade: develop
ment of, 33; trade in flaxseed 
futures, 47, 5S; volume of future 
trading, S4 

Elevators, terminal, see Terminal 
elevators 

Exchanges: conditions of member
ship, 150; the Governing Board, 

151 : incorporated, 148 ; inter
membership, 123; legal status, 
148 ; location and number of, 119; 
objects of association, 149; the 
outlook for, 453; rules of, 154; 
standing committees, 152 

Extent of future trading, 8 
Extent of hedging: in cotton, 411; 

in grain, 413 

Factor, cotton sales· through a, 93 
Fixed difference system: 280; limi

tations of, 290 
Flaxseed futures: development of 

trading, 47; volume of trading, 
55 

Floor broker, work of, 133 
Forecasting, set! Price forecasting 
Forecasting services, as a trading 

facility, 130 
Forestalling, engrossing, regrating, 

352 
Future and cash prices, see Cash 

and future prices 
Future contract: based on a "basis" 

grade, 102; contrasted with spot 
and "to arrive" contract, 104, 
109; for cotton, 100; definition 
of, 118; essential elements of, 
101 ; an executory contract, 110; 
for grain, 99; highly standard
ized, 104; and intent to deliver, 
114; its use essential, 115; legal
ity of, 112; not a commodity, 
444; right to actual commodity, 
111; for seller's option, 103; size 
of, 101 

Future prices: as affected by ac
commodation trades, 343; as af
fected by arbitraging, 340; as af
fected by "crossed orders," 344; 
as affected by "general public" 
trading, 338; as affected by hedg
ing, 340; as affected by large
scale trading, 332; as affected by 
the manner of trading, 329; as 
affected by matched orders, 342; 
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as affected by rumors and "gos
sip," 331; as affected by scalping, 
342; as affected by the scalping 
of orders, 345; as a basis for 
cash prices, -262; compared to 
cash prices, 254; control by li
cense of brokers, 347; control by 
limiting lines, 349; control by 
separating broker-trader func
tion, 348; do not determine cash 
prices, 259; precede cash prices, 
259; as related to volume of 
trading, 328 

Future trading: approach to study 
of, 6; bills in Congress, 6; com
pared to trading in stocks, 9; 
conditions essential to, 451; and 
the cooperative movement, 10, 
453; declared valid by State laws, 
361; developed from "to arrive" 
trading, 20; early growth in vol
ume of, 30; early opposition by 
the Chicago Board of Trade, 29 ; 
evolution of, 28; extent of, 8; on 
the floor of the exchange, 163; 
and the grading of grain, 25; 
importance of trade in grain and 
cotton, 9; large-scale trading in
fluences price, 332; limits to 
study of, 7; a political football, 
5; relation to risk and insur
ance, 4; relation to speculation, 
4; some special problems of, 448; 
volume of hedging commitments, 
414; volume influenced by mar
gins, 327; since the World War, 
48: for the year 1929, 54 

Future Trading Act, 367 
Futures, supply indefinite, 325 

Gambling: in relation to commer
ciat dealings, 353; and specula
tion, 450 

General level of prices as a price 
factor, 235 

"General public" as a price factor, 
338 

General rules of exchanges, 155 
"Give up" used in hedging, 394 
"Gossip": in its effect on future 

prices, 331; as a trading facility, 
129 

Governing Board of exchange, 151 
Governmental regulation: back

ground of regulation, 351; of 
bucket shops, 356; development 
of Federal legislation, 364; Fed
eral agitation, 363; the Future 
Trading Act, 367; the Grain Fu
tures Act, 368, 370, 372; Illinois 
statute, 361; of option trading, 
370; on short selling, 355; by 
States, 354 

Governmental reports, as a trading 
facility, 125 

Grading of cotton, see Classifica
tion of cotton; grading 

Grading of grain: exchange regu
lations, 76; as a factor in devel
oping future trading, 25; Federal 
supervision, 77; State regulation, 
76 , 

Grain: demand inelastic, 238; ex
tent of hedging in, 413; methods 
of sale by country elevators, 66; 
methods of sale by farmers, 64; 
sale by consignment, 67; sale "on 
track," 68; sale on terminal mar
kets, 73; sale "to arrive," 68; 
terminal markets for, 70 

Grain balance, 218 
Grain futures: contract, 99: curb 

trading in, 18: early growth in 
volume of trading in, 30; evolu
tion of trade in, 28: influence of 
speculation in developing, 16; im
portance of trade in, 9; product 
of early American grain trade, 
13 

Grain Futures Act: its constitu
tionality, 368; its operation, 372; 
its principal provisions, 370; text 
of act, 462 

Grain Trade Association of the 
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San Francisco Chamber of Com
merce, see San Francisco Cham
ber of Commerce 

Hedgers, characteristics of, 142 
Hedging: in advance of require

ments, 399; and basis gain or 
loss, 385; competitive advantage 
in, 379; among country elevators, 
390; does not create a balanced 
market, 417; do hedgers benefit?, 
409; extent of in cotton, 411 ; ex
tent of in grain, 413; by flour 
mills, 416; illustration of, 384; 
to increase credit. 380; net com
mitments, 388; origin of, 377; as 
a price factor, J.W; protection 
supplied by, 387; a shifting of 
risk, 382; and straddling, 397; 
theory of, 381; "to arrive" trans
actions, 391 ; use of call contract. 
400; use of a "give up," 394; 
value of, 44S 

Hide futures: development of 
trading, 52; volume of trading, 
5S . 

Hutchinson, B. P., as a grain trad
er,18 

Illinois statute on future trading, 
361 

"In store" sale of grain, terminal 
markets, 74 

Insurance, relation to risk, 3 
Intention to deliver upon future 

contracts: 114; laws requiring, 
359 

Intermembership of commodity 
markets, 123 

Inverted market, 406 
Irregular trading, 154 

Job-lot trades, 182 
Journals, trade, as a trading facil

ity,l28 

Kansas City Board of Trade: de
velopment of, 33; importance of, 
9; volume of future trading, 54 

Legal status of exchanges, 148 
Legality of clearing process, 221 
Legality of future contract. 112 
License brokers, 347 
Limitation of trading positions, 349 
Limited orders, 176, 180 
Live hog futures, trade in, 53 
Liverpool, early cotton trading in, 

36-40 
Liverpool Cotton Association, 

early developments of, 43 
Liverpool Cotton Brokers' Associa

tion, 38 
Los Angeles Grain Exchange, de

velopment of, 33; volume of fu
ture trading, 54 

Margin: call variation used in 
clearing trades, 211; card, 172; 
original, used in clearing trades, 
208; variation, used in clearing 
trades,207,209 

Margins: in future contract. 103; 
as an influence upon the volume 
of future trading, 327; occasioned 
by an order, 167; related to clear
ing, 188 

Market reports, 124 
Market-making function: arbitrag

ing, 423; continuous market, 419 ; 
news and quotations, 420; price 
forecasting, 434; price leveling, 
427 ; a sensitive market. 426 ; 
short selling, 421 ; value of, 447 

Markets: information focused on 
exchange, 251; future, highly 
competitive, 250; nature of, 250; 
organized, see Exchanges 

Matched orders, as a price factor. 
342 

Membership on exchanges, ISO 
Memphis Merchants Exchange : de

velopment of trading in futures, 
52; volume of trading, 55 

Merchants' Exchange of SL Louis 
see SL Louis Merchants' Ex
change 
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Mill feed futures, trade in, 52; 55 
Milwaukee Chamber of Com

merce: development of, 32; vol
ume of future trading, 54 

Minneapolis Chamber of Com
merce: adopts complete clearing 
plan, 198; development of, 33; 
volume of future trading, 54; 
importance of, 9; trade in flax
seed futures, 47, 55 

Molasses futures, trade in, 53" 
Money balances, clearing of, 195 

National Raw Silk Exchange, trade 
in silk futures, 51, 55 

News and quotations, 420 
News as a trading facility, 124 
New Orleans Cotton Exchange: 

development of, 44; importance 
of, 9; trade in cottonseed oil fu
tures, 47,·55; volume of futUre 
trading, 55 

New York Cocoa Exchange, trade 
in cocoa futures, 49, 55 

N ew York Coffee and Sugar Ex
change: development of, 45; im
portance of, 9; trade in molasses 
futures, 53; trade in sugar fu
tures, 46 

N ew York Cotton Exchange: early 
development. of, 43; importance 
of, 9; trade in wool top futures, 
53 

New York Hide Exchange, trade 
in hide futures, 52, 55 

New York Mercantile Exchange; 
trade in butter futures, 49, 55; 
trade in egg futures, 49, 55 

New York Metal Exchange: de
velopment of market, 51; trade 
in metals, 55 

New York Produce Exchange: de
velopment of, 32; trade in cot
tonseed oil futures, 47, 55; vol
ume of future trading, 54, 55 

Oats: seasonal variation in the 

price of, 248, 272; supply-price 
relationship for, 243 

Oats futures, importance of trade 
in, 9 

Omaha Grain Exchange: develop
ment of, 33; volume of future 
trading, S4 

"On track" sale of grain: country 
points, 68; terminal markets, 74 

Option ledger, customers, 172 
'Option trading, regulation of, 370 
Orders: "at-the-market," 175; dis-

cretionary, 180; execution of, 
162; job-lots, 182; legal condi
tions, 165; limited, 176, 180 ; 
margins required, 167; nature of, 
161; short sales, 181; spreading, 
179; stop-loss, 178; subject to 
rules and usages, 165; switching, 
180,182 

Organized commodity markets, see 
Exchanges 

Original margin used in clearing 
trades, 208 

Periodic difference system: limita
tions of, 294; nature of, 283 

Pit, of trading floor, 121 
Portland Grain Exchange: began 

future trading, 33 ; volume of fu
ture trading, 54 

Potato futures, trade in, 53 
Price: a comparison of cash. and 

future prices, 254; as influenced 
by cost of production, 234; as 
influenced by demand, 235 ; as in
fluenced by the general level of 
prices, 235; as influenced by sup
ply, 239, 242 t a record of mar
ket opinion, 253; seasonal varia
tions in, 246 

Price forecasting: 434; clearer in
dication of, 435; not accurate 
months in advance, 436; only a 
few weeks in advance, 438 

Price leveling: 427; of a list of 
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commodities, 432; tests of, 428; 
for wheat and cotton, 429 

Private reports, as a trading fa
cility, 121 

Private wire systems, 122 
Production of cotton, see Cotton, 

production 
Provision futures, evolution of 

trading in, 30 
Purchase sheet used in clearing 

trades,2OS 

Recapitulation sheet used in clear
ing trades, 207 

Regulation of ex,changes: see Gov
ernmental regulation; see Rules 
of exchanges. 

"Ring" settlement as a clearing 
method,190 

Risk: and insurance, 2; nature of, 
2; as non-productive, 351 

Rubber Exchange of New York, 
trade in rubber futures, 50, 55 

Rubber futures: development of 
trading, 50; volume of trading, 
55 

Rules of exchanges: arbitration, 
IS8; bucketshops, ISS; commis
sions, IS6; general, ISS; irregu
lar trading, 154 

Rumors, as a price factor, 331 
Rye futures: importance of trade 

in, 9; trade in, 54 

St. Louis Merchants' Exchange: 
development of, 33; volume of 
future trading, 54; trade in miU
feed futures, 52, 55 

Sales sheet used in clearing trades, 
205 

San Francisco Chamber of Com
merce: organized, 33; volume of 
future trading, 54 

Scalpers, characteristic of, 135 
Scalping, as a price factor, 342 
Scalping orders, as a price factor, 

345 

Seasonal price movements: 246, 
269; for wheat, cotton, oats al)d 
corn, 248, 212 • . 

"Seat" on an exchange, 151 
Seattle Grain Exchange: began fu

ture trading, 33; volume of fu
ture trading, 54 

Seller's option, in future contracts, 
103 

Sensitive market, 426 
Settlement price, used in clearing, 

196 
Short selling: by borrowing ware

house receipts, 22; form of order, 
180; legality of, 112; as a mar
ket-making function, 421; State 
legislation regarding, 355 

Signals used in trading, 164 
Silk futures: development of trad-

ing, 51; volume of trading, 55 
Silver futures, plans f.or, 51 
Southern delivery, 321 
Speculation: in call cotton, 402; in 

cotton during the Civil War, 38; 
early forms in cotton, 36, 39; 
and future trading, 4; and gam
bling, 450; importance of, 1; in
fluence in developing future trad
ing in grain, 16 

Speculators, characteristic of, 137 
Spot contract contrasted with fu

ture, 104 
Spot prices, built up from future 

.p rices, 262 
Spreaders, characteristics of, 139 
Spreading, effect on cash and fu

ture 'prices, 257 
"Squeeze," due to deliverable sup

plies, 316 
Standardization of cotton future 

contract, 42 
Standing committees of exchariges, 

152 
Staple, in commercial differences, 

289 
Staple cotton, 87 
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State regulation: development of, 
355; of future tr,uling, 354 

Statement of customer's account, 
171 

Stocks, trade in, compared to trade 
in futures, 9 

Stop-loss orders, 178 
Straddlers, characteristics of, 139 
Straddling: and hedging, 397; see 

Spreading 
Street book used in accounting, 216 
Sugar futures: importance of, 

trade in, 9; trading in, 46; vol
ume of future trading, SS 

Supply: in agricultural commodi-
ties, 240; as a price factor, 239; 

. as price factor measured, 242 

Terminal elevators: 71; functions 
of,72 

Terminal markets, grain, 70 
Terminology, market, 183 
Theory of hedging, 381 
Ticker news and tape as a trading 

facility, 128 
Time contracts, 105 
Tin futures: development of trad

ing, 51; volume of trading, 55 
"To arrive" contract: contrasted 

with future, 104; forerunner of 
future contract, 20; standardiza
tion of, 24; used as a speculative 
medium, 21 
"To arrive" sale: in cotton, 37; 
in grain, 68 

''To arrive" transactions, hedging 
of,391 

Toledo Board of Trade: origin of, 
45; volume of future trading, 55 

Traders: classification of, 135; as 
hedgers" 142; as scalpers, 136; 
as speculators, 137; as spreaders 
or straddlers, 139 

Trading in basis, 403 
Trading floor, of Chicago Board 

of Trade, 121 
Transfer method of clearing, 191 
Transferable notice as a method of 

'clearing, 193 

Variation margin used in clearing 
trades, 207, 209 

Volume of future trading: com
pared to receipts and visible sup
ply, 326; indefinite, 325; as in
fluenced by margin requirements, 
3Z7; related to price variations, 
328; in wheat, 326; used for 
hedging, 414 

Warehouse Act, United States, 95 
Warehouse receipt: for cotton, 175 ; 

for grain, 174 
Warehousing of cotton, see Cotton 

marketing, warehousing 
Wheat: commercial importance of, 

60; movement of the crop, 61; 
seasonal variation in the price of, 
248, 272; spot price at terminal 
markets, 262; supply-price rela
tionship for, 244 

Wheat futures: importance of, 10; 
volume of trading, 326 

Wool top futures, trade in. 53 


