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Introduction

The recently released book, Back to the Futures, was written by Scott Irwin, a prominent agricultural
economist and professor at the University of lllinois, and Doug Peterson, a writer of 79 books including
seven historical novels and over 40 children’s books. The authors discuss several commodity-related topics
and their origins, delve into the mechanics of the commodity futures markets, and walk the reader through
several market examples to explain the mechanics of the futures markets, as well as some of the issues
related to Congress and the regulators. The book is written in a very easy-to-comprehend format for both
the commodity market novice as well as the seasoned professional.

SCOTT IRWIN s DOUG PETERSON The opening of each chapter takes the reader back to Irwin’s childhood or
BACK TO THE various moments of his career and research, and market mistakes. One is

never quite sure how he plans to link his life stories to the commodity
markets, but he always finds interesting stories of risk and near-death
experiences to transition the analogy from his life to explaining specific

R R e topics of the futures markets.

AND UNRAVELING THE MYSTERY

OF COMMODITY
/_ FUTURES MARKETS

The beginning of the book introduces the reader to Scott Irwin’s childhood
and growing up in the farming community around Bagley, lowa in the
1960s and 1970s. He discovered his love for commodities from hanging
around the local grain elevator and listening to the farmers talk about
commodity prices, weather, and agricultural reports from the U.S.
Department of Agriculture (USDA). He referred to the elevator’s

=1 backroom as a “magical” place due to the ticker machine located in the
room printing out commodity futures prices.

Irwin’s passion for commodities was seeded (no pun intended) at an early age as he became a “market
nerd.” When he was 9 years old, he was hit by a truck in front of the grain elevator. Ironically, his life
almost ended in front of the place that inspired his life’s work.

After reading the first chapter, the book reminded me of The Futures: The Rise of the Speculator and the
Origins of the World’s Biggest Markets by Emily Lambert (2011) as both books read like a novel while giving
an in-depth background of the futures markets. In Chapter 2, for example, Lambert’s book is referenced
when discussing the anger towards speculators in the 19t century, a topic of which Irwin also earlier
covered in a lecture in 2012 at the CME Group on “Futures Markets and Speculation: Lessons from the
Past for Today.” See Figure 1.
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Figure 1
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Source: Excerpted from Irwin (2021).

Speculators

Irwin mentions the background of Craig Pirrong,' a well-known derivatives expert and professor at the
University of Houston who has testified as an expert witness many times in Washington D.C., and how
Pirrong and Irwin became the “leading defenders” of the futures markets in 2007 and 2008. Pirrong
obtained his Ph.D. in Industrial Organization from the University of Chicago. However, his involvement in
commodities occurred when he was hired by Fred Arditti (former Chicago Mercantile Exchange chief
economist) at GNP Commodities in 1986. As the Executive Director of the Arditti Center for Risk
Management at DePaul University, | note that this resonated with me. Fred Arditti had a reputation for
bridging academic research with application.

The book explains how commodity speculators have been villainized for 150 years by the public as they
are perceived to have no role in producing, shipping, processing, or merchandising commodities. They
only look to profit from the price movements. The speculators are often the scapegoats when commodity
prices rise or fall instead of looking to the market fundamentals as the reason for market movements.
Because of this perception, Irwin notes the 19™-century traders were sometimes known as trading “wind
wheat,” as they did not own or grow the wheat: therefore they traded wind. Irwin notes economist
Thomas Sowell titles this perception problem, “the physical fallacy,” and Irwin cites Professor Craig Pirrong
as follows: “The physical fallacy is the belief that people who aren’t engaged in the physical production of
a commodity are somehow thieves.”
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Professor Scott Irwin, the co-author of "Back to the Futures," holds the Laurence J. Norton Chair of Agricultural Marketing in
the Department of Agricultural and Consumer Economics (ACE) at the University of lllinois at Urbana-Champaign.

This anti-speculator perspective implies that many in the public and government are not familiar with the
futures markets, or why futures markets exist and their economic need. Spending most of my career in
the alternative investments industry, with a focus on managed futures and hedge funds and more recently
as a professor, | have found education is essential for the public to understand why the futures markets
are an economic necessity for commodity producers and users to hedge their commodity risk exposure.

Irwin argues commodity speculators increase market liquidity and price discovery, and they take on the
risk that hedgers such as farmers and processors are trying to mitigate. In my recent years as a professor
of finance at DePaul University, | am often explaining this concept to my risk management students and
my alternative investment students. The concept of hedging is not new. Historians have traced hedging
back to ancient times (Weber, 2008). In my classes and my dissertation, | also discuss the trial-and-error
history of both hedging and the commodity markets.

The book discusses some of the well-known figures of the futures markets, such as how Terry Duffy,
Chairman and CEO of the CME Group, accidentally discovered the futures markets while in college and
eventually dropped out of college to pursue a very successful career in the futures markets. And how Leo
Melamed, at an early age, learned about risk and currencies growing up in World War Il Poland.
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Market Thoughts

The book integrates pop culture items into describing futures trading examples and market structure,
combining the book with entertainment and education. The most obvious illustration of pop culture is
rooted in the title of the book. | will leave the other pop culture references for the readers to find, as there
are no spoilers here.

Irwin discusses some of his commodity academic heroes. With my background in research, | am always
interested in reading research ideas; Irwin’s book piqued my interest to learn more about the research of
some earlier academics. Irwin remarks on an example, an interesting point about Professor Holbrook
Working’s academic research in the 1930s to 1950s on the ideas of efficient commodity markets that did
not get the recognition that Eugene Fama received in similar research years later in the equity markets.
Irwin asks if this is due to less attention generally focused on the commodity markets versus equity
markets.

When discussing hedging, Irwin brings up thought-provoking questions: if hedging is a risk management
tool, why are some farmers not hedging? Also combining hedging and speculating may have negative
consequences. A couple of cases from Irwin’s life and the markets illuminate this topic. This reminds me
that | often tell my risk management students, do not go into the business of making the treasurer’s office
a profit center. The book essentially describes behavioral science and how people make decisions. At the
end of the day, one can argue that capital markets are frequently about perception and how market
participants make decisions. Ultimately, different views are what make a market.

The book provides an in-depth discussion related to the 1950s ban on onion futures and the research
demonstrating the increased volatility of onion prices after the ban. This is in line with the concept and
research that futures contracts may reduce the price volatility of the underlying spot market. Irwin points
out that this was the only futures contract ban until the movie box-office receipt futures contract was
banned in July 2010 in the Dodd-Frank regulations, one month after the CFTC approved the contract. As
a side note, | have suggested to my students, “The tale of the Onion King podcast,” from June 2022. Itisa
helpful supplement on the onion futures contract ban.

One of Irwin’s personal stories relates to the spring of 1981 when he realized he violated his risk
management policy when he listened to his hometown farmers’ pessimistic view of the crop yield due to
a very wet period and Irwin went long corn futures. The USDA’s August crop report noted a large crop
yield and prices immediately fell, causing Irwin a large loss. He later realized that he did not take into
consideration that farmers have found it costly to be optimistic about crop yields and offset that cost with
a pessimistic bias, and he discusses how there is research on this topic. This story reminded me a bit of
the end of the movie, “Trading Places,” when the traders are waiting for the anticipated orange juice crop
report.

Among some of the modern-day commodity moments, Irwin examines the background of the 1989 Feruzzi
soybean market cornering scandal and the 2022 nickel market rally, and the LME’s response to the rally.
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Summary

Overall, the book offers an exceptional historical and economic perspective of the futures market with
Irwin’s personal connection and his passion for the commodity markets. It offers something for everyone,
as it discusses one person’s career inspirations and journey and how it relates to various concepts and
moments of the commodity futures markets.

The book is both educational in content and entertaining, as it reads like a novel. As a continuous student
of the markets, | will be going back to the book several times for nuances of the stories and topics. | plan
to add it to my students’ course recommendation reading list: it is worth the reader’s investment of time.
Appropriately the book concludes with the following statement, “It is a strange paradox that the efficiency
of commodity futures markets depends on enough people believing it is not perfectly efficient to keep
them collecting information and trading on it.”

Endnote
1 Professor Craig Pirrong is interviewed in this issue of the Commodity Insights Digest.
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