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            My Near-Death Experience

          

        

      

    

    
      By the time I saw the Pepsi truck, it was too late. I remember turning my shoulder toward the truck’s big radiator, feeling absolute terror seconds before it barreled into me, going at least 35 to 40 miles per hour. It hurled me 15 to 20 feet into the chilly, early-autumn air.1

      My dad saw it all unfold in his combine’s rearview mirror and was sure I had just been killed. Who wouldn’t? It had to be one of the most horrifying moments of his life—and mine.

      I was nine years old at the time, and I loved working with my dad on our farm near Bagley, Iowa. We grew corn and soybeans and raised hogs and occasionally cattle. On this Friday morning, October 20, 1967, I wasn’t in school because all students in our small town had been given a holiday for the high school homecoming celebrations. I was a budding sports fanatic and could hardly contain my excitement about the upcoming night of small-town football. I was also anticipating attending the Iowa State vs. Missouri Big 8 football game with my family the next day in Ames, which would become an annual outing. I was a very loyal Cyclone football fan in those days despite their losing ways (and they would lose to Missouri on that Saturday, 23 to 7).

      As it happened this Friday morning, something went wrong with the combine we used to harvest corn and soybeans, so my dad drove it into town for service. I tagged along as he drove the tiny (by today’s standards) four-row combine harvester to the Allis-Chalmers dealership in Bagley. We had been farming for a little over a year, and it was one of my mom and dad’s first major equipment purchases. I was the King of the Road during the drive between our farm and town along that stretch of blacktop, but once we reached the dealership and my dad started talking to the mechanics, I headed to the grain elevator next door.

      A group of retired farmers, sitting in folding chairs, were lined up outside in front of the elevator on this crisp autumn morning. For small-town men like these, the elevator was the Cheers bar, where everyone knew their name. They came to drink coffee, swap stories, and complain about the weather and grain prices.

      I was so enthralled by the goings-on of the elevator that I hadn’t been paying attention to my dad. So, when he pulled the combine from the Allis-Chalmers dealership, I was sure he was leaving without me. As I learned later, he planned to drive the short distance to another part of the dealership. I assumed he had forgotten me, so I took off in a flash.

      The road in front of the grain elevator, perpendicular to Main Street, was Highway 141. Without looking, I sprinted across the two-lane highway—directly into the path of the oncoming Pepsi delivery truck. The poor driver had no chance to stop. He must have aged decades in those few seconds as his big truck slammed full speed into my scrawny body, sending me flying like a football through the uprights.

      The old farmers sitting in front of the elevator were witness to it all, sipping coffee one moment and slack-jawed the next as the truck smashed into the Irwin boy. Later, they told me I cartwheeled through the air, almost as high as the power lines.

      I catapulted and skidded over one hundred feet. I’m well aware of the rough distance because when I came to my senses, I was shocked to be facing Chuck Leber’s house. The approximate distance between the elevator and Leber’s place was about half a block. My face ached and was severely scraped, a painful clue I didn’t cover the entire distance through the air. After I saw the truck’s radiator, I woke up moments later, disoriented and lying beside the curb, gazing at Leber’s house.

      My dad leaped out of his combine and sprinted toward me. Later in life, he confided he was certain he’d find me dead and was stunned to discover I was conscious once he reached my side.

      The closest hospital was about twenty miles away in Jefferson, Iowa, but there was no ambulance service in Bagley in 1967. However, plenty of locals helped, including Fred Hunter, the father of my best friend, Jack. The Hunters ran a small grocery store a couple of blocks away on Main Street, and Fred had some first-aid training from his time in the Marines during World War II. He placed me on an ironing board—their makeshift stretcher—and loaded me into his 1960s wood-paneled station wagon (seriously, just like the one in the National Lampoon movie Family Vacation).

      With my dad riding shotgun, Fred drove as fast as that station wagon would go—possibly pegging the speedometer at 120 miles per hour. I was lucid but in shock. I still remember looking out the window, thinking the telephone poles were flying by at light speed. While I never lost consciousness during the drive, I can’t remember any pain. I recall, though, my dad trying to keep me calm while I chatted more than usual—a lifelong trait that served me well as it kept me conscious.

      Our family physician, Dr. Thompson, was waiting when we reached the hospital. Getting inside was somewhat of a blur, but I remember laying on the cold X-ray table and the nurses cutting off my treasured green overalls. Those green overalls were my pride and joy—my official uniform on the farm. They showed I was part of a team, and I was proud of what they signified. So, I was devastated when the nurses sliced them apart.

      While this was all happening, my mom and younger sister, Jan, were in the nearby town of Yale at the hair salon before the big trip to the Iowa State football game. My younger sister vividly remembers Mom getting a call about my accident—a parent’s worst nightmare. The ladies at the salon brought Mom a cup of coffee, trying to console her. Mom’s hands were shaking so hard that the scalding liquid spilled all over her arm, but it didn’t faze her. She was in such a state of shock that she couldn’t react. I can only imagine what was going through her mind as they left for Jefferson to find out whether I was dead or alive.

      It was a miracle I survived and an even bigger one that I was relatively unscathed. Well, almost. I broke my right leg in four places, had a slight tear in my liver, a mild concussion, and a minor cut on my chin requiring four stitches. That scar still taunts me today, reminding me how badly my body should have shattered.

      How does a young boy get hit by a delivery truck going at least 35 to 40 miles per hour, get thrown over a hundred feet, and not sustain severe brain damage or paralysis? It was a one-in-a-million survival story, comparable to someone falling from a ten-story window and surviving.

      I must have been spared by a guardian angel on direct assignment from God. There is no other explanation for how I escaped with minimal damage, not to mention how I later survived a string of other disasters on the farm. I kept my guardian angel extremely busy through college.

      The first twenty-four hours after the accident, everyone was worried about me, but I was much better after vomiting a massive amount of fluids. This reaction was not unusual after the trauma I experienced and was even a good sign. As for the delivery truck driver, he was beside himself, as you might expect, and he visited me in the hospital. Those old farmers in front of the Bagley elevator told me I scared them half to death. One was a fellow named Em Whitecotton, and from that point on, whenever he’d see me, he’d shout, “Be careful crossing the road, sonny!”

      Something like getting hit by a truck stays with you, and to this day, I have an unconscious twinge of fear whenever walking across a busy highway. Also, I have always wondered: How in the world did my black horn-rimmed glasses survive the accident, and who found them?

      I still think of the surreal experience of getting a cast from my toes to my hip. I had to stay perfectly still as they wrapped my right leg with the plaster-soaked strips. Although I was brave in the aftermath of the accident, I became increasingly afraid of hurting my leg while it was in this cast. Once, while trying to get used to the crutches, I tripped and fell. After my mom dashed over and was about to help me to my feet, my dad shouted, “Stop!”

      I’ll never forget the expression on his face when he looked at me and said, “You’ve got to get up by yourself. You’ve got to do this, Scott.”

      Tears welled, and I started sniffling, but my dad wasn’t going to give in. He was tough that way. So, although feeling sorry for myself, I struggled to a standing position, with my parents urging me on. My dad was firm—but he was also right. I wore that cast for six months, but I learned to deal with it and to rise when I fell.

      Over the years, I’ve thought about the irony of almost dying near the grain elevator because it was one of the places where I felt most alive. My love for the agricultural markets began at the elevator. I breathed in the atmosphere—the farmers going on and on about the weather, prices, and the latest crop report from the U.S. Department of Agriculture (USDA).

      Most of all, I loved the elevator’s magical back room connected to an equally mystical place—Chicago. The beating heart of the room was the ticker machine—a box with a large roll of yellow paper, spitting out market prices and news stories to the rhythmic clack clack clack. I still use a picture of this kind of ticker machine in my lectures to college students explaining commodity markets. I also remember the grain elevator’s chalkboard, which would display current market values for corn and soybeans. Those prices inevitably triggered many complaints from farmers, who threw around phrases laced with “words I wouldn’t want in a book,” as my dad used to say.

      What I thought of as “the elevator” was a glorified scale house operated by a manager. Farmers would drive their trucks or their tractors and wagons, loaded with grain, onto the scale, get weighed, and receive scale tickets. Then they’d unload their grain at the dumping station and weigh the empty vehicles to determine the weight of the grain just delivered.

      This circular journey was repeated over and over. Unlike me, not many kids my age were as fascinated with the grain elevator, but I found this world a breath of fresh air (literally!) compared to scooping manure or feeding pigs. I’d shoot the breeze with the old men for a few minutes, making me feel a lot taller. Of course, part of the fascination was due to my dad’s influence. My father managed grain elevators in Oklahoma and another region of Iowa before farming in Bagley. Because of this, he paid more attention to the markets than most farmers, and I caught the bug from him. I was a market nerd from a young age.

      Another magical and formative place for me was the dining room table at my Grandfather George and Grandmother Lurene Irwin’s house on Sundays. We farmed with my dad’s parents, and our farmhouse was only a few miles away from them.

      My grandparents lived on what, to this day, we call the “home place.” On Sundays after church, we gathered around their enormous table to share one big, raucous meal. We were a clamorous clan, with parents, grandparents, uncles, and aunts voicing opinions at high decibels. As my wife, Kim, likes to say, “The Irwins are an opinionated bunch that likes to argue.” That’s my family in a nutshell.

      The Irwins were also an educated bunch. Everyone but my grandfather had college degrees, and several had master’s and doctoral degrees, which was uncommon in rural Iowa at the time. We covered the political spectrum, with my Grandmother Lurene being a dyed-in-the-wool Roosevelt New Deal liberal. My dad and his father were free-market men—fairly traditional, middle-of-the-road, Main-Street Republicans—with one significant exception. They endorsed federal price and income supports for farmers.

      My aunts and uncles generally backed my Grandmother Lurene in political arguments, and almost everyone joined. There was only one requirement: Argue as well and as loudly as you could manage. My two sisters weren’t as attracted to the boisterous debating, but I was entranced. And when I became a high schooler, I dared to engage in the action, which was a bit like stepping off a high dive.

      Even when I went to dirt-track sprint car races during hot summer nights with my gearhead father and his friends, the topic during the long car rides across Iowa was almost always the markets. Will corn prices go up this summer? Should I be selling soybeans now? Should I wait to sell? What’s going to happen with the weather?

      The constant topic of weather and markets was their psychological way of coping with the enormous uncertainty of farming. As I listened to my dad and his farming friends banter on those long car rides, I noticed they would sometimes veer into a darker world of conspiracy theories.

      Iowa farmers often seemed to suspect someone was out to screw them over. And those “someones” generally fell into three categories—the big grain companies, the government (mainly in the form of the USDA), and the commodity futures market traders on the floors of the Chicago Board of Trade (CBOT) and the Chicago Mercantile Exchange (CME).

      Of those three, this book will concentrate on futures traders, often given the much-abused label of “speculators.” For nearly 150 years, speculators have been vilified as villains because they trade contracts for commodities that they have had no hand in producing, storing, transporting, or processing.

      To the average person, they’re just glorified gamblers, playing fast and loose with the product of other people’s labor. As a result, they have been favorite targets for farmers, politicians, the press, and others who do not understand the speculator’s crucial role in the futures market system. They may not produce anything physical that can be weighed, but their value can still be measured—and has been. I have spent nearly forty years as an agricultural economist at The Ohio State University and the University of Illinois at Urbana-Champaign studying precisely this question.2

      Many in the media and political world tarnish speculators whenever commodity prices go high…and when prices go low. They’re convinced the price variations must be due to sinister manipulations by traders rather than normal market vicissitudes. Attacks on the market happen with such regularity that I call it the Anti-Speculation Cycle. The critics do not understand that speculators make markets less volatile, not more, but I’ll get to that in later chapters.

      To understand the vital role speculators play, you first need to know how commodity futures markets work. For most people, futures markets remain a mystery. For many, the only thing they know is the outdated image of traders tightly packed in a pit, screaming numbers and waving pencils and pads of paper. It’s much easier to understand the cash market, where you sell grain at the day’s cash price. But how do futures markets work, in which you buy commodity contracts at a certain price for future delivery? And why are speculators so important to their smooth operation? These are questions I plan to answer.

      Futures markets are not mere curiosities, for they sit at the very heart of our economy. They function as a critical nerve center for the market economy and are important to everyone. Futures markets set the prices for some of the most important commodities in our global economy: energy commodities such as crude oil, gasoline, and diesel; crops such as corn, soybeans, and wheat; metals such as copper, gold, silver, and platinum; and on and on. In 2021 alone, 62.6 billion futures contracts were traded, according to the Futures Industry Association. Of these, 2.7 billion were energy futures contracts, and 2.8 billion were agricultural contracts, with a total face value amounting to trillions of dollars in a single year.3

      Trillions of dollars in trading for markets such as crude oil and corn…such staggering figures are the exclamation point on any argument about the importance of commodity futures markets.

      My goal is to shed light on the market’s mystery in a way that is understandable to the average person. By the end of this personal and professional journey, I will have lifted the veil on the origins of commodity futures markets; the process of setting prices for corn, soybeans, crude oil, and other commodities; the use of hedging to reduce risk; and the move from trading pits to electronic trading.

      Most importantly, in Back to the Futures, I will defend the vital role that speculators play by taking you into the heart of the global controversy about speculation in futures markets that erupted in 2007-08—a controversy in which I became embroiled. I testified before Congress and in front of an international body based in Paris, during which I had running battles with everyone from the Bubble Boy to academic rivals. I was even targeted with a hit piece by The New York Times.

      But I was prepared. I had been living and breathing the air of agriculture since I was a boy in Bagley, Iowa. I knew what it was like to get blindsided, both figuratively and literally, by my near-death experience at nine years of age.

      In this book, I’ll be doing plenty of time-traveling, Back to the Future style—although without the help of a DeLorean, plutonium, or a flux capacitor. Managing risk through hedging and speculation is a common thread through these chapters, so it’s fitting that many of the experiences from my past have to do with risk—nearly being killed by a runaway steer, rotary hoe, tornado, and out-of-control snowmobiles and dirt bikes. These formative experiences on the farm connect directly to my life today as a researcher in commodities, futures trading, and biofuels.

      To shed light on these mysterious markets, let’s begin at ground zero with the commodity itself. What makes an item a commodity?

      A commodity, such as corn, is mass-produced, but so are non-commodities, such as smartphones. What distinguishes the two is a million-dollar word—fungible. Fungibility means one unit of a commodity is roughly the same as another. A bushel of corn in Illinois is essentially the same as another in South Dakota or China. As long as they meet some basic grade characteristics, they are swappable. A smartphone is not fungible or swappable because one brand can vary dramatically from another, as any Apple aficionado will remind you (constantly). You cannot swap out a smartphone like you can with a bushel of grain.

      Commodities also tend to be global in scope and typically are raw materials, such as crude oil, the world's biggest commodity market. The scale of the crude oil market is truly mind-boggling, as the world typically uses about 100 million barrels every day.4 This amounts to a trillion gallons of crude oil per year. Corn is also a massive market, with a lot of it used around the world for animal feed, fuel, and as an industrial ingredient in all sorts of food products.

      Because a bushel of corn in China is essentially the same as one in Illinois, the prices will be roughly the same worldwide—although the price is adjusted for the cost of moving it from one place to another. Athletic shoes, in contrast, are not commodities because they are not created equal, and different shoes draw different prices. Putting the Nike swoosh on a shoe will carry a very different price than one without it.

      In other words, a commodity is not branded. Slap a Nike swoosh on the side of a bushel of grain, and you’re not going to increase the price. (By the way, a bushel is a measure of dry volume equal to 32 quarts.)

      Over the years, there have been many attempts to create branding among agricultural products to garner higher prices. We have Angus-certified beef, but it doesn’t command much premium. You can choose between Tyson or Perdue-brand chicken, but they sell for nearly the same price. Chickens are commodities; cars are not. I wish I could swap out my Highlander for a Jaguar, but it’s not going to happen. Cars are not fungible.

      Because commodity markets are so large, they involve middle operators who transform the commodities in space, time, or form to be used by consumers. Transforming a commodity in space means moving it from one place to another. The farmer moves grain to the local elevator, which carries it to the larger terminal elevators along the Mississippi River. Then the terminal elevators move the grain to companies that use the commodity to make food, fuel, or other products.

      Second, middle operators transform commodities in form. If I own a large hog farm in China, I want to purchase soybeans in the form of soybean meal, which I feed to my pigs. Therefore, the soybeans have to be crushed and processed into meal after they’re shipped from the United States. Similarly, we don’t want to fill our cars with crude oil at the pump; we want gasoline, so the crude oil is processed into gasoline. The commodity is changed in form.

      But what about transforming commodities in time? This is the most complicated of the three concepts, and this is where futures contracts and speculators come in—something I’ll be exploring in the next chapter.

      As will soon become clear, speculators are the ultimate risk-takers, and it’s fair to say I know about risk. Growing up, I was best friends with the wildest risk-taker west of the Mississippi.

      His name was Jack Hunter, and it’s a miracle either one of us is still alive.
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      It was the dead of winter in 1973, a Sunday afternoon, when my best friend, Jack Hunter, showed up at our farm to help with chores. His family had recently purchased a snowmobile, which was all the rage back then, so he zipped on over, skimming across the snow-covered roads and ditches between his place in Bagley and our farm about two miles south of town. When he laid eyes on the snowy drifts south of the tree grove surrounding our farm, he knew how we would spend our afternoon after doing the hog chores.

      We would use those drifts of snow to soar.

      The trees surrounded our farmstead on the south, west, and north sides, creating a windbreak for the livestock lots and buildings within the rectangular grove. In the winter, drifts piled, forming miniature mountains at the foot of the trees, especially on the north and west sides, depending on the wind’s direction during a snowstorm.

      These hilly drifts could be up to seven or eight feet high after major blizzards. On this day, there was a massive drift at the southwestern corner of the grove—way too tempting for a crazy daredevil like Jack to pass up. I was fourteen years old and fairly crazy too, but not nearly as fearless as my friend. Jack loved risk and speed so much that he should’ve become a speculator or stuntman.

      Like Jack, my dad and I were passionate about anything fast. Dad was a farmer with the spirit of a race-car driver who raced go-karts semi-professionally in his younger days. So, it was no surprise when he egged on Jack and me on this particular Sunday afternoon. My dad was always prodding us to do something daring on go-karts, minibikes, dirt bikes, or in this case, snowmobiles.

      The snow’s texture that day was flawless, with the drift’s curvature perfect for jumping the wave-like mounds on our snowmobiles. There was also considerable snow blanketing the opposite side of the drift—ideal for a relatively soft landing. It didn’t look like we would kill ourselves. Not today.

      After completing the first part of our hog chores, Jack and I spent some time hitting the drift at a reasonably safe speed of about 20 miles per hour. Before reaching the snowbank, we would goose the accelerator and race up the six-foot-high, curved drift, flying a few feet above it and then hitting the ground running.

      We did this over and over until I realized it was about time to bring in the sows. This was before hog confinement buildings were commonplace, so we would let the sows out of their farrowing stalls twice a day to feed and water in a concrete lot adjacent to their buildings. It was utter chaos because the sows were penned in with their baby pigs, and you had to keep the piglets in the crate while simultaneously letting out the sows. Then, when it was time to let the sows back in, we had to reverse the process. Crazy stuff.

      After bringing in the sows, Jack and I returned to our snowmobiles for a few more jumps before my dad joined us to watch. He approached with a big grin, savoring the vicarious thrill from our stunts. There was a lot of razzing about who was the bravest and who could jump the highest.

      It was then that we noticed the sun starting to set over the crystal-glazed snow. After I parked my snowmobile by the fence, I strolled toward my dad, who asked, “Where’s Jack?”

      I looked around and scratched my head, but there was no sign of him. He wouldn’t have gone home without saying goodbye.

      Then we heard the high-pitched whir of a snowmobile engine far in the distance. It was like a scene from a World War II movie, where the Americans hear the ominous sound of an approaching Japanese bomber before they see it. The sound kept getting louder and louder, and we were horrified when we suddenly realized what Jack was planning.

      I stared at my dad. “He’s not really going to do this, is he?”

      “I think he is.”

      We both turned, watching and holding our breath. Jack Hunter had retreated to get as long a running start as possible because he intended to hit the snowdrift at full speed. When he finally breached the horizon, his snowmobile was wound to 40 to 50 miles per hour.

      Reckless abandon—this is what made Jack Hunter Jack Hunter, and we stood helpless as he raced by the fence. I still remember him glancing over his shoulder with a sly smile. If you’ve ever seen the movie Sandlot (my all-time favorite movie, by the way), it was like the mischievous grin Michael “Squints” Palledorous flashes before he fakes his drowning to receive mouth-to-mouth from the gorgeous lifeguard, Wendy Peffercorn. Jack was just as scrawny as Squints—probably around 130 pounds dripping wet.

      Jack hit that snowdrift wide-open, striking a virgin patch of snow and launching into orbit. This time, Jack soared a good ten or twelve feet into the air. And instead of flying a short distance beyond the snowdrift, he must’ve gone about fifty feet, riding that rocket until he was as high as the tree branches—and these were tall trees! Miraculously, he hung on to the machine, but he sailed so far that he landed on a frozen part of the field without much snow cover.

      The snowmobile hit the icy ground with a WHOOMP! WHOOMP! WHOOMP!

      Jack gripped the handlebars while his body dislodged and dragged behind the machine—like a cowboy flailing behind an out-of-control horse. Eventually, Jack could hold on no longer and released the snowmobile, which coasted riderless and finally ran out of steam. As we bolted to Jack’s listless body from our perch near the fence, I glanced at my dad. This had to be déjà vu, reminding him of how he dashed to save me after the delivery truck accident.

      We rushed to Jack’s side, unsure of his condition. As we crouched in the dimming, late-afternoon light, Jack still wasn’t moving. I was about to put my hand on his shoulder when he flipped onto his back with a grin, blurting, “Beat that, Irwin!”

      Not only was Jack fine, but he didn’t seem to care he’d wrecked his snowmobile, even though his dad would be furious, and he’d pay for snapping every thick suspension spring. The guy was fearless, which was part of his charm and why we got along. He was even crazier than I was.

      During high school, my family moved from the farm into a house in Bagley, which meant Jack and I would live a few blocks from each other—a surefire formula for trouble. We attended Yale-Jamaica-Bagley (YJB) High School, almost ten miles away, in Jamaica, Iowa. And I did not make that up. There really is a Jamaica, Iowa.

      The drive to high school was on Highway 141, the same one where I had almost met my Maker at nine years old. It was a long and straight trek, except at the “three-mile curve,” where Highways 4 and 141 met with a gentle S-curve. While a sane person would take it at around 55 miles per hour, we knew nothing of the word. We treated the S-curve like it was our personal Daytona Super Speedway.

      Jack drove an old white 1964 Mercury Monterey that we called the Merc-O-Matic. It was a large pontoon of a car with little or no shock absorbers left. Jack and I would push it to about 80 or 90 miles per hour as we hit the S-curve.

      The Merc-O-Matic was so long that if we barely tapped on the brakes, the front right bumper would scrape the pavement, sending up a wave of flying sparks. Then we’d lean into the next curve, tapping the brakes, but this time the front left bumper would rake the road, shooting sparks.

      Thankfully, we never flipped the car during that insane maneuver. My dad claimed to see us pull off this stunt while he worked in a nearby field. But he didn’t scold me. He thought it was funny because he drove even faster than we did.

      During her freshman year in high school, my younger sister, Jan, made the mistake of driving to school with us one morning. Jack maneuvered behind one of our high school’s buses on Highway 141, just east of the S-curves. Unable to pass because of oncoming traffic, he finally ran out of patience and decided enough was enough. Without slowing or skipping a beat, he slid that old Mercury into the ditch on the right side, next to the bus, passed it, and then careened onto the highway as grass flew everywhere. Jack and I laughed our heads off, not even noticing that Jan was death-gripping the backseat, hanging on for dear life.

      Somehow, the only person who got into trouble was Jan because the bus driver recognized her in the car.  She vowed never to step into a car with us again. Who could blame her?

      Jack’s daredevil attitude in these misadventures is a fitting representation of the spirit of a speculator.

      Speculators must approach the commodity market with Jack’s same audacity when he raced headlong toward that massive snowdrift. Speculators require nerves of steel because one day, they might be soaring in the futures market, hitting dizzying heights, and the next day they crash, slamming to the ground with a WHOOMP!

      Louis Winthorpe III, the character played by Dan Aykroyd in the movie Trading Places, described the insanity of the commodity trading pits this way: “Nothing you ever experienced can prepare you for the unbridled carnage you’re about to witness. The Super Bowl. The World Series. They don’t know what pressure is. In this building, it’s either kill or be killed. You make no friends in the pits, and you take no prisoners. One minute you’re up a half a million in soybeans. The next—BOOM—your kids don’t go to college, and they’ve repossessed your Bentley. Are you with me?”1

      Speculators take enormous risks, thereby reducing the risk on farmers and middle operators, such as those who run the storage elevators or process grain. But to understand exactly how this plays out, you need to know how the system works, which means digging into its history.

      In the 1830s and 1840s, corn and wheat production in the United States began pushing out from its traditional base in Ohio, Pennsylvania, and the East Coast, spreading to Illinois, Iowa, Wisconsin, and Minnesota. This was before railroads had pushed extensively into these new production areas, so the primary transportation method was either by horse and wagon or on slow-moving barges.  Most farmers couldn’t store their grain, so they had to keep it at the local elevator, which was probably a small, wooden structure at that time. But local elevators had limited space, so they had to ship the grain to the larger terminal elevators built in Chicago. Vestiges of these old elevators remain, such as the one that still operates at Burns Harbor.

      Chicago, incorporated as a village in 1833, grew like wild because of its strategic location on the Great Lakes and in the Midwestern Corn Belt. Being centrally positioned, it became a major trans-shipment point for grain and meat, moving commodities from the Midwest to the growing population centers on the East Coast. From this, the middle operator was born. These large elevators in Chicago made money buying tons of grain in the fall, storing it throughout the year, and dispersing it as needed to companies (and consumers).

      But how did they coordinate all the complicated communication among traders in the nineteenth century—the buying, selling, storage, and transportation of corn and other grains? There were no telephones and computer systems, of course, so there had to be a way to communicate.

      Initially, trading took place on Chicago’s street curbs, but this was haphazard and confusing. Traders needed a centralized exchange where they could buy and sell commodities, so the Chicago Board of Trade (CBOT) was born in 1848, boasting an initial 82 members. Its origin story was similar to that of Wall Street. According to legend, Wall Street began as an informal trading spot near a buttonwood tree, where people gathered to buy and sell securities.2

      The CBOT started as a place where you could find a buyer or seller of corn, wheat, or rye in physical quantities. However, savvy elevator operators soon saw it could be risky to buy corn after harvest to store and sell later because the price might decrease, losing them money.

      So, what to do?

      Operators began using “forward contracts”—the precursor to the futures contract. After the fall harvest, elevator operators might approach a company that, let’s say, buys grain to feed livestock on the East Coast. We’ll call the East Coast company Vandelay Industries for our purposes.

      The elevator operator, George, would contact Vandelay Industries by telegraph or letter and say, “I’m buying grain this October. Would you be willing to purchase grain from me now for delivery next May at so-and-so price?” This forward contract would take away the risk of falling prices, guaranteeing George’s elevator will profit from the sale.

      The first forward contract on record in Chicago, on March 13, 1851, called for 3,000 bushels of corn to be delivered three months later, in June, at 1 cent per bushel below the March 13th price.3 These early forward contracts were especially important in dealing with weather-related woes. In the 1800s, winter weather froze rivers and canals and blocked roads, preventing grain from being delivered to Chicago. As a result, most grain deliveries had to wait until the spring thaw. But with all the deliveries arriving at once, supply far exceeded demand, and prices would plummet. By locking into a forward contract during the previous fall and winter, grain elevators were guaranteed a reasonable price for their spring deliveries.4

      The CBOT became the model for trading exchanges that sprouted all over the world, from New York and New Orleans to Liverpool and London. But it was mandatory to become a member to trade at these exchanges. In Chicago, people had to purchase a seat at the Board of Trade, which did not come cheap.

      But when forward contracts started in 1851, another problem soon arose. What if you wanted to get out of your side of the contract?

      To understand why you might want to do that, let’s go back to our grain elevator operator, George, and the company, Vandelay Industries. Let’s say Vandelay agrees to buy corn from George at $1 per bushel for delivery in March. But in a few weeks, what if Vandelay Industries thinks it can buy corn for even less—75 cents per bushel?

      Vandelay could do one of two things.

      One: It could break the contract with George and probably get sued. Or, two: Vandelay Industries could find someone to take their side of the contract.

      If another company, the Kramer Group, thinks prices will rise, not fall, they might be willing to take Vandelay’s side of the contract. Buy low, sell high—basic trading rules.

      Vandelay honchos think prices will go down, so they bail out, while the Kramer Group takes the contract because they believe prices will increase. Only time will tell who is right. The two parties do not deal with each other directly, operating through the exchange’s clearinghouse, which acts as a go-between.

      The genius of the futures market is that it allows everyone a way to manage price risk, also known as price exposure. There’s always an escape hatch. If you want to get out of your contract, find somebody to take your side of the agreement.

      But what if you can’t find anyone who will take your side of the contract?

      In the early days, this could happen because the markets were small. But today, the markets are so huge that you can always find somebody to take your side of the contract—and that “somebody” is often a speculator.

      To make the trading of contracts easier, forward contracts had to be standardized. This is one of the features distinguishing a futures contract from a forward contract. A futures contract is standardized; a forward contract is not. In addition, the Commodity Futures Trading Commission (CFTC) regulates the trading of futures contracts in the United States, which must be done at licensed and supervised exchanges.

      Up to this point, I’ve been talking only about people who deal directly with the physical commodity, such as growers, elevator operators, and companies that use the commodity in their products. But futures contracts aren’t limited to these parties. You can be someone who never laid eyes on a bushel of corn or soybeans in your life, and you can trade futures contracts for those crops. In fact, there’s a famous story about a guy who walked into the soybean trading pit one day and used a hammer to nail a plant to the wall.

      “Hey, what do you think you’re doing? What’s that?” various people asked him.

      “It’s a soybean plant,” he explained.5

      These guys had been trading millions of dollars of soybean futures contracts, yet they couldn’t recognize a soybean plant, but that’s okay. They didn’t need to know what the plant looked like to do their job and do it well. What they did need to know about were crop prices.

      For example, a rich banker—let’s call her Elaine—might think she knows something about corn prices, so she buys two futures contracts for corn at $1 per bushel. For corn, a standard contract is 5,000 bushels, so two contracts amount to 10,000 bushels at $1 per bushel. As the price rises, Elaine makes money, but as the price falls, she loses. She doesn’t produce or store the physical grain, but she can still buy and sell futures contracts—buying low, selling high, and hopefully making a profit.

      Elaine is a speculator.

      Because speculators buy and sell contracts for products they don’t own nor have a hand in producing, they have a reputation as rogues, trying to make a bundle at others’ expense in the market. In the nineteenth century, critics said speculators traded “wind wheat” because they didn’t actually grow or own the wheat. They were trading the wind. You can understand why speculators were seen as a bit shady. After all, how do you trade something you don’t physically own? A speculator’s purpose has confused people from the beginning.

      Economist Thomas Sowell describes this perception problem as “the physical fallacy.” According to Craig Pirrong, a University of Houston finance professor (who will play a significant role later in this book), “The physical fallacy is the belief that people who aren’t engaged in the physical production of a commodity are somehow thieves. The anti-speculation movement is almost always the physical fallacy in action. People view speculators as not doing anything because they’re not making anything. They’re not the yeoman farmer growing the wheat, and they’re not the roughneck in the oil field drilling the well.

      “Futures traders are frequently very garish figures making a lot of money, spending four hours a day trading,” Pirrong continued. “Most people can’t understand what their economic function is. If they’re making money, there must be something illicit. They must be doing something that seems suspicious.”

      So, what are speculators actually “doing” that has any benefit besides making money?

      “Futures markets are all about the transfer of risk,” Pirrong said. “That’s something most people can’t get their heads around. The important function of speculation is that it allows risk to be transferred to the people who are willing to bear it.”

      As Pirrong pointed out, those in the business of merchandising grain bear a tremendous risk because of the potentially dramatic shifts in the price of commodities such as corn, soybeans, or wheat. These merchants carry extensive grain inventories, which come with significant price risks.

      “To absorb these price risks, they need a lot of capital. So speculators say, ‘Hey, I’ll take that risk from you. You focus on your business, which is getting grain from the farmer to the mill or from the mill to the ultimate consumer. I’ll take care of the price risk,’” Pirrong said. “It’s a classic economic function when different people specialize in different things. Speculators specialize in the bearing of risk. That means other people can specialize in what they’re better at, whether it’s merchandising or milling wheat, or trading oil. Speculation unbundles risk from the physical commodity.”6

      Understandably, many don’t comprehend this. But when politicians fail to, they often unwittingly take actions that threaten the futures market stability—and the broader economy. It happens with unfortunate regularity.

      When the price of commodities, from corn and wheat to soybeans and crude oil, rises or falls for seemingly inexplicable reasons, the political herd will panic. But more problematic, the herd will look for villains to blame. It’s not politically expedient to blame the natural workings of the free market for dramatic price fluctuation; many believe they must find culprits with human faces. So, politicians turn to easy answers to explain a complicated phenomenon, and in most cases, they blame the speculators who trade contracts in the futures market. Then, they try to solve the problem with their go-to solution—more regulations. With periodic predictability, they may try to ban futures trading entirely in certain commodities, as they did with onions in 1958 with less-than-desirable results.

      The Anti-Speculation Cycle has been with us since futures contracts were first born in Chicago in October 1865. In her book, The Futures, Emily Lambert offers a sample of the invectives hurled at speculators in the nineteenth century. Speculators were called “bifurcated abominations in the sight of the Lord,” “cannibal insects,” “brotherhood banditti,” and “members of a filching machine.”7 Politicians today are not as creative in their insults, but they are equally vitriolic. Some have even claimed that speculators have starved children by driving up grain prices.8

      However, speculators are not only blamed when commodity prices skyrocket. They are also targeted when the commodity prices are unusually low. In fairness, speculators deserved some of their early reputations because, in the formative years of the futures market, they were sometimes able to corner the market for different commodities, creating an artificial shortage and driving up prices to exorbitant levels. Prominent examples include three major corners in the Chicago wheat futures market in 1888, 1898, and 1909.9 But today, such spectacular examples of price manipulation are rare—although smaller episodes can still occur. What’s more, these problems do not justify the blanket demonization of speculators, nor overregulation or outright bans.

      I’m not alone in this assessment. Most U.S. economists believe the picture of the evil speculator creating havoc in the markets is far off the mark. Although some European economists are more apt to flagellate speculators for out-of-control commodity prices, most American economists on both ends of the political spectrum believe it is nonsense.

      Every contract has two sides—a buyer and a seller—and if a company or middle operator wants to reduce risk and get out of a futures contract, it needs to find someone to take its side. Speculators serve that role. With so many speculators jockeying for trades, there is no longer the risk that a commercial company, such as Vandelay Industries, cannot find someone to take their side of the contract. That’s why I say speculators are the lubrication that makes the entire system work. They bring what we call liquidity to the market.

      In trading lingo, selling a contract is “going short,” and buying a contract is “going long.” (To keep the terms straight, think of “s” for “sell” and “short.”) The market is out of balance if you don’t have enough people to take one side of a futures contract, such as the buying side. It creates a bottleneck, with insufficient people stepping in and taking the long side of futures contracts. Speculators prevent this from happening. As Tom Cruise famously said to Renée Zellweger in the movie Jerry McGuire, “You complete me.” Speculators complete the market.

      Another argument in favor of speculation is that they force market prices to be rational. Since speculators take significant risks, they’re incentivized to gather the best possible information to be well-informed about the commodity they’re trading. Otherwise, they might lose their shirt. Successful speculators must be experts at judging market fundamentals, such as supply and demand for corn, soybeans, milk, or pork bellies. The evidence shows that speculators, as a whole, excel at helping the market move prices to a rational, reasonable level.

      Note that I say speculators “as a whole” do an excellent job. Individual speculators who don’t know the market don’t survive—and those who flame out far exceed those who succeed. Even with the shift to electronic trading, in which many traders rely heavily on pre-set computer algorithms, I don’t think the ratio of people who succeed to those who blow out has changed that much.

      Speculators still need to understand the market and be able to evaluate supply and demand. They need to be risk-takers and have good judgment since considerable capital is on the line.

      This brings me back to Jack Hunter.

      Jack was a risk-taker—a speculator at heart—but as a teenager, he didn’t always have good judgment, nor did I. We were known for our reckless teenage behavior, including the day Jack showed up at my farm with his sister Pam’s brand-new skibob.

      It was Christmas day in 1974, and Jack’s parents gave his little sister a skibob as her big present. Similar to a tricycle, a skibob has three skis instead of wheels, and every kid in the early 1970s wanted one.

      Unknown to Pam, Jack had taken her skibob, and we came up with the idiotic idea to rope it to the back of my red Rupp snowmobile and pull it along at high speed. We did this even though I had totaled our previous snowmobile earlier that year (but that is a story for later in the book). We tied the rope to the front of the skibob, connecting it to the fork that turned the skibob right or left. From the start, it was clear we hadn’t thought very hard about the physics of this stunt.

      Jack, of course, insisted that he be the one being towed on the skibob because it was more thrilling and dangerous than driving. So, I hopped onto my snowmobile and jetted down the snow-covered soybean rows south of our farmhouse at about 20 miles per hour, with Jack holding tight and cruising like a water skier. When I glanced back, Jack twirled his fingers, which is the water-skier way of indicating more speed.

      So, I upped it to 30 miles per hour.

      I glanced back. Jack signaled, “faster.”

      Forty miles per hour.

      I glanced back. Jack signaled, “faster.”

      By now, I was going all out, racing along the flat land and kicking up swaths of snow. But up ahead, I saw we were quickly running out of field and fast approaching a drainage ditch, so I decided I would make a wide, looping right-hand turn—exactly what you do when water skiing on a lake. A speedboat’s centrifugal force carries the skier on a smooth, arcing turn.

      But there’s one thing we didn’t calculate. The centrifugal force would also cause the skibob to accelerate dramatically. On water skis, this usually isn’t a problem. But on the skibob, the speed of the centrifugal force was big trouble. Because we had tied the tow rope to the skibob’s front steering fork, it kept trying to yank the skibob out from under Jack.

      As I started the turn, I looked over my shoulder and saw Jack barely hanging on to the skibob for dear life. Then…PING! The snowmobile suddenly lurched forward. I had lost Jack.

      I glanced back again, and to my horror, he flew from the vehicle at breakneck speed. I remember seeing him in his bright blue snowmobile suit cartwheeling around 40 miles per hour across the frozen, snow-covered field. Of course, he wasn’t wearing a helmet. With God as my witness, I was sure I had killed my best friend. My stomach knotted, thinking we’d crossed the line of no return.

      It took a while for Jack to stop somersaulting across the frozen field. Bringing the snowmobile around, I raced back to him, leaped off, and sprinted to his side. It was déjà vu all over again.

      Jack lay on his back, the wind knocked out of him. Then slowly but surely, he sat up, dusted the powder off his clothes, and sent me that same colossal grin.

      “Damn, Irwin, that was awesome!”

      The guy was indestructible. The skibob? Not so much. It had become a twisted ball of metal.

      Once again, Jack had to return home with another mangled piece of equipment, and I expected him to get into more than a little trouble for destroying his little sister’s Christmas present. His dad was tough, so I was worried about my friend because you didn’t mess with Jack’s dad.

      His dad was in one of the first waves of Marines to hit the shores of Iwo Jima and was wounded twice; yet somehow, Jack eluded a massive punishment and was left working off his tail to buy his sister a new skibob. Knowing Jack, I’m sure he thought it was all worth it.

      Crazy? It was. Jack had the daredevil quality that every speculator needs, but as teenagers, he and I didn’t always have the wisest decision-making abilities to go with it. In futures trading, even with wisdom, experience, and poise to make sound decisions, things can still go terribly wrong. All it takes is a bit of miscommunication, and disaster can strike.

      As you will soon see, trading during the days when the pits flourished was not for the faint of heart.

    

  


  
    
      
        
          
            Chapter 3

          

          
            Pit Bulls

          

        

      

    

    
      I stared at the vast floor of the Chicago Board of Trade (CBOT), high above in the visitors’ gallery. It was spring 1978, and this was my first visit to the CBOT, the place I had heard about and imagined as a kid growing up in Iowa. I was in Chicago on a field trip—part of an introductory agricultural marketing course taught by Professor Paul Doak during my sophomore year at Iowa State University. The bus ride from Ames to downtown Chicago was the stuff of legends because the university (or at least Professor Doak) actually allowed us a keg of beer on the bus! Yes, that was the 1970s for you.

      Traders packed the CBOT floor, standing on steps in the various hexagonal pits. There was a pit for every commodity—corn, soybeans, wheat, soybean oil, soybean meal, and many more. At each pit, traders were watching and waiting for the clock to strike 9:30 a.m., sounding the opening bell.

      When it rang, it was like someone tossed gasoline on an open fire. There was an explosion of noise—a frenzy of shouting, gesturing, and jostling for position. During the pit’s heyday, the Chicago trading floors were open until 1:30 p.m., but it was like a non-stop adrenaline rush for those four hours. If you wanted to buy or sell after the closing, you had to wait until the next day’s trading, which is why that opening bell was so frenetic. Traders had stockpiled a large backlog of orders since the previous day's close and were eager to trade as quickly as possible. When the opening bell finally sounded, they released their pent-up energy in a split second.

      The trading system was known as “open outcry” for good reason.

      As I said before, the allure for me as a kid took place at the local grain elevator, and the most beguiling room was in the back, where the ticker machine spits out futures prices. On the other end of that ticker machine were the trading floors at the CBOT and Chicago Mercantile Exchange (CME)—ground zero for commodity futures trading. I was hooked when the opening bell sounded on that spring day in 1978. The place was electric. It was as if I had stepped into the inner sanctum, which is why the trading pits replaced the grain elevator as the place where the magic happened.

      In his landmark book, Economics of Futures Trading, one of my professional mentors, Tom Hieronymus, described the futures market “pits” this way:

      “There is a mystery about these markets that seems difficult to penetrate…One need only stand on the visitors’ balcony, watching the trading and the expressions on the faces of the other visitors, to gain a sense of the mystery and confusion. The trading floor is two stories high and the size of a football field. On an ordinary day, some six hundred people are present, a few are sitting at telephones, but most are on their feet and in motion, some walking and some running. There are several dense concentrations of people standing on steps that form hexagonal pits. Here, the action is frantic, with as many as 300 men shouting, waving their arms, and signaling with their fingers simultaneously. In isolation, as on a television camera, one trader bellows at the man next to him with such vigor that his face turns red and waves both hands, a trading card and a pencil in his face. The other reciprocates; both write quickly on cards, and turn and repeat the whole process to other traders or to the pit in general.”1

      Hieronymus first released his book in the early 1970s, before electronic trading.  If you go to the trading floor today, you’ll still find a room enormous enough to contain a Boeing 747 airplane. But the pits are almost empty, and the noise is not very loud, except when the opening bell rings in the only options pit still operating. In 2021, the CME Group decided to permanently close them all, except for the one for Eurodollar options. It won’t be long before all futures options go electronic, and the pits will become as quiet as the ghost towns of the Old West. 

      However, throughout my college and graduate school years, the pits were still where the action was. When I became a professional agricultural economist studying the futures markets, my trips to Chicago became routine, but the pits’ allure never faded. Non-traders like myself weren’t allowed on the
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