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In 1848 the Chicago Board of Trade (CBOT) membership organization was founded to promote Chicago’s commerce. It evolved into a world-leading futures exchange.

Grain’s Era

In THE MID-1800’S the CBOT occupied the center of an emerging U.S. grain market. Deere’s plow and McCormick’s reaper transformed Midwestern prairie into a global granary, and new railroads carried the burgeoning harvests to Chicago. The CBOT provided the meeting place for grain transactions. With grain flooding Chicago, automated warehouse-elevators replaced human toting with conveyors and chutes. These elevators expedited grain’s flow east but required consistent grain quality. The CBOT established grain grades and a grain inspection system. Chartering the CBOT in 1859, Illinois made the CBOT’s system mandatory and conferred substantial legal power on the CBOT to regulate the city’s grain trade (Cronon 1991).

The grain market’s expansion required new contracts to manage risk. Whenever grain was to change hands—farmer to elevator to exporter to food processor to consumer—owners worried, “At what price can I sell grain in the future?” Users worried about purchase price. The capacity of the two types of contracts then in use, the forward contract and the to arrive contract, was overwhelmed, spurring the evolution of CBOT futures contracts between 1860 and 1875. As with forward and to arrive contracts, futures contracts established in the present the price at which grain would be exchanged in the future. Thus, by using futures, one could shift, that is hedge, price risk. But futures added requirements: standardized terms (quality, quantity, delivery time and place) and earnest money deposits. Significantly, standardization enhanced capacity by attracting speculators to complement hedgers. Speculators bought (or sold) futures contracts sold (or bought) by hedgers. Speculators were attracted by the opportunity to make a profit without ever handling grain. Standardization allowed speculators to offset buy (or sell) obligations by selling (or buying) a futures contract later to any willing buyer (or seller).

Increased speculation, however, raised the specter of manipulation. Buy-side speculators could corner the market and force contract value higher to squeeze earnest money out of sell-side pockets into their own. By forcing price from its appropriate commercial level, corners would make futures a less reliable hedging tool and constrict world trade.

Much CBOT activity from 1875 to 1930 tested the legitimate uses of these innovative futures contracts and resulted in the development of essential infrastructure still in use by exchanges around the world.  Alleged corners conducted by Hutchinson 1888, brought about the introduction of new rules and disciplinary committees.   CBOT legal disputes with bucket shops culminating with the U.S. Supreme Court decision in 1905 established the proper use of CBOT price information by distinguishing CBOT trading from bucketshop bet-taking.  CBOT trading produced contractual obligations to exchange grain.  Bucketshop activity did not.  Instead bucketshops held orders (placed them in a bucket in their offices) circumventing the CBOT contracting process.  Essentially bucketshops were a place where anyone could bet on CBOT price changes.  Bucketshops profited by keeping losers’s money and by not paying winners.  The bucketshop kept the winners’s money by persuading them to re-bet until ultimately they lost or when persuasion failed the buckshop went bankrupt without paying winners. The interplay between the need for default-free contracts, CBOT procedures precluding defaults, and the regulatory aims of the Department of Agriculture produced the Clearing Corporation (January 4, 1926), the heart of the guarantee system.  The Clearing Corporation protected futures contract traders from default in two steps. First it verified that a contract’s buyer and seller made no error
in the fury of pit trading and did in fact agree on price, quantity, and item traded.  After a match was verified the Clearing Corporation guaranteed performance of its member’s contractual obligations by becoming a party to the contract.  That is the Clearing Corporation became the buyer to all clearing member sellers and the seller to all clearing member buyers.  If a buyer (seller) were to default, the Clearing Corporation would step in immediately to make good.  A guarantee system was evolving at the CBOT but too unevenly and too slowly for its regulator, the Department of Agriculture. Under pressure to reduce market volatility, the Department gave the CBOT an ultimatum that, in part, required the CBOT create the Clearing Corporation or else be shut down. 

CBOT activity evolved into pit trading. Standardized contracts had one blank to fill: price. Negotiations in the CBOT’s hall readily discovered price and evolved into open-outcry trading. Surging membership created congestion, which led to the use of hand signals, larger trading halls, and trading pits.

In 1920 CBOT markets included wheat, corn, oats, and rye. When soybeans became a commercial U.S. product, the CBOT created futures for soybeans (1936), soybean oil (1950) and soybean meal (1951).

The CBOT’s contribution to world grain trade was vital but hidden. It did not grow, process, or export Midwestern grains, but it did provide two essential tools. First, trading at the CBOT discovered price. Illinois farmers could examine CBOT prices at spring planting time to determine whether to plant corn or soybeans and again at fall harvest time to determine whether to store or sell their harvested crop. Second, trading at the CBOT shifted risk. A New York exporter’s Hamburg customer wants soybeans delivered five months hence but a firm price commitment now. Committing now exposes the exporter to risk, because soybean prices could rise before the exporter has soybeans. The exporter, while negotiating with the Hamburg buyer, could shift risk by purchasing CBOT soybean futures from selling speculators  (FORNARI, 1973).

By supplying these two tools as U.S. grain production exploded, the CBOT provided essential infrastructure and facilitated U.S. emergence as the world’s leading grain exporter. Strategic location and timely innovations made the CBOT the U.S.’s leading futures exchange. By 1969, though still largest (43.6% of volume), the CBOT slipped from dominance (76.1% in 1962) as non-grain futures emerged and government agricultural policies slowed CBOT growth (Hieronymus, 1977).

Era of Securities

The 1960s stock and bond industry faced risks similar to those that the CBOT had managed for the grain industry since the 1860s. Applying its experience AND INFRASTRUCTURE, the CBOT created many firsts. The CBOT opened the first stock-options exchange, Chicago Board Options Exchange (CBOE) on April 26, 1973 as a separate legal entity. CBOE quickly supplanted less efficient over-the-counter dealers and dominated all subsequent U.S. equity-option exchanges. The CBOT launched the first interest-rate futures (GNMA) on October 20, 1975. Treasury-bond futures followed on August 22, 1977. When interest-rate risk exploded October 1979, T-bond futures volume soared to nearly 6.5 million in 1980. Notably, CBOT volume had first reached 6 million in its one hundred seventeenth year, 1965. The CBOT created five more interest-rate futures by 1990. In 1982 the CBOT fused futures and options creating eight options-on-futures contracts by 1990. These options provided 21.5 percent of CBOT 1990s’ volume. In 1984 CBOT stock index futures (Major Market Index, or MMI) began. Notably MMI was the only equity market never to close during the stock market crash of October 1987. Dow Jones Industrial Average futures began October 1997. Extending price discovery and risk shifting to world capital markets increased CBOT volume one hundred thirty-fold (4.6 million in 1968 to nearly 600 million in 2004).

International Explosion

New exchanges from Asia, Europe, and South America looked to the success of the CBOT. The Commodity Trading Manual (CTM) notes twenty-nine non-U.S. futures exchanges trading in 1984 and more than fifty by 1994. Such imitation extended indirectly the CBOT’s contribution to international trade. The CBOT found its relative size reduced by the explosive growth of non-U.S. exchanges: in 1993 non-U.S. exchange volume surpassed U.S. exchange volume, and it accounted for nearly two-thirds of world volume in 2003. Non-U.S. exchanges sought to draw volume from CBOT contracts (notably T-bond contract in 1984 and 1985 and corn contract in 1994) by pressing time-zone advantages—that is, by trading when the CBOT was closed. The CBOT thwarted these attempts largely by opening an evening trading session. Clearly, world markets required new trading formats.

1989

In January the U.S. government revealed its undercover investigation of the CBOT and the Chicago Mercantile Exchange (CME) by subpoenaing hundreds of traders. Despite the government’s claims of pervasive fraud, there were only thirteen convictions.  Significantly market users declared the CBOT innocent as its volume grew! In spring an alleged corner appeared involving the Italian conglomerate Ferruzzi. The CBOT determined that Ferruzzi’s huge soybean position distorted the market, and required that Ferruzzi reduce it quickly. Without admitting guilt, Ferruzzi settled subsequent CBOT disciplinary proceedings by paying the CBOT U.S.$3 million in fines and court costs.


Electronic Era

Computer technology improvements in the 1980s threatened the pit with obsolescence. But computerized trading had much to offer exchanges: total surveillance, global reach around the clock, and one-stop shopping. The CTM notes that eight exchanges used electronic platforms in 1990, but by 1992 twenty-one of twenty-seven exchanges with electronic platforms used them exclusively. After the venture with the CME (Globex system, 1992–1994) withered, the CBOT resurrected its Project A system. By 1995 Project A operated nearly every hour CBOT pits were closed. With Project A carrying loads exceeding its original purpose, the CBOT sought cooperative ventures (Eurex—A/C/E 2000–2003 and Euronext—LiffeConnect 2004).  In 2004 61 percent of CBOT trading volume was electronic. The electronic challenge continues as evolving systems vie for dominance.
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