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BASIS HEDGING

R. E. Schneidau, Agricultural Economics

Once the concept of the hedge has been
learned it becomes clear that the essence of
hedging lies in basis trading.

The purpose of this publication is to out-

line the concept of basis and how it can be used

for hedging purposes. It would be helpful in-
deed, if the reader were first familiar with
the concept of hedging such as outlined in
EC-314, "How Farmers Use Futures to Re-
duce Risk.'" To illustrate the principles and
examples used in this text, consideration
should be given to utilizing practical work-
shop exercises such as those contained in
"A Workshop Exercise in the Pre-Harvest
Hedge, "" and/or "A Workshop Exercise in
Hedging Hogs on the Live Hog Futures
Market. "

Review *

1. Futures contracts are promises to de-
liver or accept delivery of a given quan-
tity of a specified commodity at an
agreed upon price at some future date

in time called an option month. ,///

a. Commitments to deliver made by
selling futures are termed "'short. "

b. Commitments to buy or accept de-
livery are termed "long. "

@

Contracts which had been sold may be
covered (cancelled) by pur ing an—.
offsetting position prior to- ;ty of

the option. ** /

4. Contracts which had 5 Xchased

may be 11qu1date<;h }ﬂg an off-
setting contrac};rrg (%

.

Hedglgg&r&/a way for individual pro-
ducers to protect themselves against one of

the mos vola tﬂ/e factors in farm businesses
-- that‘ of ice change. While use of the
/dg\ /dt guarantee the producer a profit,
it can\ }qe used to establish a net market value
1modities in advance of their sale.
Fr this standpoint, hedging offers the
roducer protection from rapidly changing,

Hedging

\ W, /érrauc price movements.

a, Most contracts mature about 7
ness days prior to the end of t
option month, G \\

2. Contracts may be entered i hh/gh
selling (promising to de 16 k\o /buylng

(promising to acce 9§hvery 'by placing

an order with a commo oker with
an account

editability).

whom you have est
(proven financia

Obviously, the possible net market value
or "lock-in price" resulting from the hedge
will be different for hedges entered into at
various points in time. The "lock-in price"
may be relatively high or low for any given
contract depending upon when that contract
was entered. The price at which futures
contracts are trading depends upon a host
of economic, technical, and psychological

See Publication EC-314, How Farmers Use Futures to Reduce Risk.

** While a contract to sell (or buy) may be placed by depositing the required margin
(5 to 10 per cent of the value of the contract) with the broker any losses (gains) which are

incurred are computed at the actual total rate of loss (gain).

Losses may require substan-

tial additional deposits be made with the broker if the account is to be held open.
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factors affecting the market. Futures prices
can vary considerably over the life of any -
particular contract option.

Learning to hedge will 1_19_? guarantee that
you can select the "right time" or "highest
price' at which to hedge, but it will aid you
in this direction as you will become a much
more able marketer once you have laid your
money ''on the line. " You will know more
about where prices have been, where and
why they got to where they are, and where
they are likely to go.

In its simplest form, the hedge is under-
taken by determining a "lock-in price" that
the hedger is willing to accept, By diligently
watching the futures market, and careful as-
sessment of the cash market, the hedger de-
termines the appropriate time and number of
contracts for which he wants,to "lock-in" a
price and then (if he is protecting himself
against a price decline) sells a futures con-
tract which will mature as near to the time
he plans to sell the cash commodity as pos-
sible:

Sell July Futures, $1.85/bu.,
Chicago = "Lock-in Price" *

The above hedge appears simple enough,
but most farmers won't want to deliver to

ing to turn the hedge (sell cash commodity
and cancel the futures commitment). This
relationship between the futures price and
the cash price is called ""basis":

Futures Price - Cash Price = Basis

Basis is nothing more than the differ-
ence between the cash and futures price for
a given contract at a given point in time.
For example, if December corn futures,
in mid November were selling for $2. 00/
bu. and local corn prices were $1.75/bu.
that same day, then basis would be $. 25
"under December'' (cash under futures). *

Basis follows certain som@% rédict-
able patterns over time and ﬁ% owledge
of basis and basis changes, h s are able
to determine their potegti‘ 1:/6 it from pro-
duction as well as estimate the likely price

they could receive at-some future point in
time, if they were to hedge.

The most%o tant fundamental princi- '
ple of basi‘s‘,//i‘s/ th t it usually becomes "nar-
rower" as | j}ﬁ‘ures transaction reaches
maturj@?if]ﬁhi’é means that as the transac-
ti n\r&él{u;"?', the cash price and the futures

>converge. It can easily be seen that
utures price remained higher than
h price, immediately prior to con-

Chicago because of costs, risks and timing ,~ tract maturity, a speculator could sell a

factors. Besides, if everybody delivered to'
Chicago, there wouldn't be room. Most,
farmer hedgers are interested in "IOC%
in'"" a price which reflects their locg{r‘%m t
price levels. How then, does ﬁ{jr jine
what the "lock-in price" for thg?ig ‘Oé(ity
will be, if the commodity is to be sold lo-
cally at some future daté? )

\/2

To determine the 1 "lock-in price"
we are likely to receive, we must know the
relationship of the futures price (Chicago
Board of Trade or Chicago Mercantile Ex-
change) to the cash price (local elevator, or
livestock market) for the time we are intend-

Basis

jfutures contract and then immediately ful-
~fill that contract by purchasing cash corn

at the delivery point (or a warehouse receipt
for cash corn) and deliver on his commit-
ment. Thus, the speculator-seller, in this
case, would make a profit at the speculator
buyers expense. In actual practice the price

* On any given day there exists a dif-
ferent basis for each "open' futures option.
Basis may also be referred to relative to
what it has been historically at a given time
for a given option, or to what the numeri-
cal value of basis is "anticipated" to be at
some future time.



spread between cash and the maturing fu-
tures would not normally be expected to of-
fer such an opportunity, but when the situa-
tion does occur, speculators would be ex-
pected to quickly narrow the gap by their
trading activities, A futures market that
does not normally behave in this manner
(narrowing of the basis) cannot be easily
used by hedgers. Theoretically, the futures
price at the point of delivery would not ex-
ceed the cash price by more than the cost of
delivering to satisfy contract commitment,

Another major principle of basis is that
it usually follows a more definite pattern
from year to year than price movements,
therefore making basis somewhat predict-
able. A qualification to this statement is
necessary, This principle is generally true
for commodities which are storable. Basis,
however, is not predictable with any great
amount of reliability for nonstorable com-
modities such as livestock until about 8 or
so weeks prior to contract maturity because
of the difficulty in predicting forthcoming
supplies. *

Since basis patterns are of a recurring
nature, it is possible to use basis as a tool
in the hedging operation. To use basis, the
individual must equip himself with the histor

ical basis patterns in his area or he must be-

&

At this point, it should be pointed 07u
that hedgers do not completely elimin
price risks through hedging, but rafher\\
price risk is substantially red d\\Wp le
basis is often thought to be mo%%;dictable
than price, the prediction 1s/sf/l7.lhs ject to
error. @ /)

ollow some-
entifiable patterns

Basis patternss.th
what predictable an

gin to record basis patterns for future use,//rf]

) )
_J

~

over time, It is for this reason, we want to
study and use basis in the hedging operation.
A key to successful hedging lies in the ac-

curate estimation of basis at given points in
time.

As an example, suppose it is known that
on November 15, local basis will be cash
$. 24 under December futures. Assume the
hedger sells a December futures option in
April (pre-harvest hedge) for $1. 77/bu.
Further, as stated above, assume the hedg-
er knows that local cash prices will be $. 24
under futures come November 15, no matter
what level November 15 cash a utures
prices turn out to be, If the p;r c g as-
sumption turns out to be true)(t ovember

15 "lock-in price" will be to the De-
cember option futures pric ?wh ch can be
the estimated

contracted in April, ;n tks
edge is turned :.

local basis at the tl/ﬁae t
(November 15). example, the "lock-

1t
in" equals $1.7 %%minus $.24 = $1.53/
bu. No matt the price of cash corn
at deliveryft&%xﬁe hedger will receive
$1.53/bu.| @s long as the local basis at the
time 12)26 hé\\d‘ge//is turned (November 15)
equals‘ >4 /bu under December futures:
N\
ée}l December Futures @ $1. 77/bu,
'$.24 (est. local December ba51s
n Nov. 15) = $1.53/bu. "lock-in"

In the above example it can be seen
that the futures market can be used by
hedgers to "lock-in" a return. In this ex-
ample, we have been dealing with what is
called the pre-harvest hedge. The hedger
attempted to determine what the local basis
would be at the time he was planning to

sell his cash commodity in order to deter-
mine a "lock-in price." The "lock-in"
rule is:

1

* For both storable and non-storables, basis may vary from the "norm" at any given
point in time because of both fundamental supply and demand adjustments in the market as

well as a host of technical factors.

It must be recognized that some over-simplification

has been made in this publication to reduce its length and enhance its educational value.



"Lock-in price" = (Price at which the
futures is sold) - (estimated closing
basis when the hedge is turned)

In the example, the ideal situation is
illustrated, that is December basis turned
out to be $.24/bu. under in November, just
what this hedger had anticipated it would be,
back in April. Of course, this is the hypo-
thetical case for it is unlikely that the hedger
would be able to estimate basis quite this
close. Even so, in normal years he should
be able to estimate basis within a few cents
per bushel.

A re-examination of the preceding ex-
ample will show that had the actual basis
turned out to be wider (greater than $. 24/bu. )
in November than what the hedger had antic-
ipated, he would have received a somewhat
lower net return per bushel. Had basis
been narrower than what he anticipated, he
would have received a somewhat higher net
return,

While futures can be used by hedgers to
lock-in a return, the size of the return is a
different story. In the example, the hedger
might have locked-in a lower or higher price
depending upon the level at which he had sold
futures in April, It is this ability to assess
markets and to enter hedges at logical times
that makes the difference between a so-so
and a successful hedger. This means study-
ing both cash and futures markets consta {ﬁg\
It means managing your marketing as
manage your production, Followin%gg‘%
ical steps to be taken in successful he

v

7))

ging

N/
1. Constant observation, —~ -
2. Reading trade and other related
literature, ~
3. Record keeping.
4. Analyzing,
5. Decision-makin

:‘

Charting Basis

P

Basis is generally peculiar to a given |
location, and basis patterns vary from one
location to another. Local basis is deter-
mined by factors such as distance from ma-
jor markets and transportation which serves
that location. * It is, therefore, important
that the hedger chart basis in relation to

the area in which he markets the commodity.

As was pointed out earlier, basis tends
to be repetitive from year to year. Thus,
if an individual charts basis, he can then
visualize the trends and patterns.of the
market (both cash and futures). &

/~ W

Basis is relatively simpl@t.
Futures prices can be obtaine kly or
daily from any newspaper @{7 ng quotes
from the Chicago Board c \‘Fi:%ad/é or the
Chicago Mercantilexﬁi\%]‘l\:l e. Cash prices

‘ elevators, live-

can be obtained f lo
stock markets, % ers, etc. Itisim-
portant that C% s be obtained locally

gy _/) .
for reasoni{/p‘re%l stated. This data can

then be eg\s\"ly;e‘ﬁ/ﬁered into table form as
illustr;fé@n?able 1.

-

Q)
@B}}s\hing/ a Corn Price at Planting

ime (Pre-Harvest Hedge)

\éume that it is April and farmer

Jones, in considering his financial position,
/

“feels it would be advantageous for him to

guard himself against a possible relatively
low harvest time price during mid Novem-
ber. He decides to hedge a portion of his
corn crop by selling December futures. In
this case he needs to consult his historical
basis records for his local market. He
checks his basis charts from previous years
and makes a judgment as to what basis is
likely to be at harvest time (November) or
for the time he is planning to turn the hedge.

* Additional factors which determine the size of basis during a given year and help ac-
count for the variation in basis from year to year include: crop size, harvest conditions,
storage availability, amount and prices of forward sales, etc.
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Table 1, Illustrative, July, December options, basis table

Futures Option Basis
Date Local Cash December  July December  July

10/23 1.46 1.61  L.75 .15 .29

10/24 1.49 .63 176 .14 .27

10/25 1.49 .64 176 .15 .27

10/26 1.51 1.65 177 .14 .26

10/29 1.52 1.6¢ 177 .12 .25

10/30 1.54 1.64 177 .10 .23 giii:
10/31 1.52 .62 173 .10 -Zk?<§§>‘?

1 1 1

11/1 .52. .61 .71 . 09 %

Basis \X Cash = 0
¢/bu. x N
VNG

(C
AN,
) B
14
10 <+
6 —
0 2 -
2
)
- > |G gl >;w\\)
) 2§§£§;;529 31 2 4
t r November
Figure 1. tration Showing Plotting of December Basis from Table 1
For purposes of this example, he estimates ber futures option price for corn in April
basis will be $. 18 under during mid Novem- were $1.65/bu., farmer Jones' estimated

ber for a December contract. If the Decem- "lock-in" price would be $1.47/bu. when he
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sells his grain at harvest; i. e., the "lock-in" =the futures price at which the December
option is sold, minus the anticipated basis when the hedge is to be turned:

Date Cash Market Futures Market Basis
April Est. Mid-November Sell, Dec., $1. 65/bu. Est, Basis
"Lock-in Price" - $1.47 (Mid-Nov. ) $.18
Mid-Nov. Sell - $1. 35 Buy, Dec., $1.53/bu. $.18
+ 0§ .12 1

$. 18 higher than the cash price if basis were anticipated correctly, as it was in thi
The farmer gains $. 12 from the futures transaction, This value added to the cash
received of $1. 35/bu. would give the farmer a net of $1.47/bu., which is Wh/at
locked-in", back in April. :, ,////{\
Had the basis turned out to be $.16'when the crop was harvested and E%t e gain in
futures would have been §. 14 and the net price received would have been% /bu., $.02/bu.
over the lock-in price anticipated. If the basis rose, say to $.20, thenthe gain on futures
would have been $. 10/bu., and the net price received would have b%x 45/bu,, $.02 less
than anticipated.

If the cash price declines to $1. 35/bu, during harvest, the futures price would hkt’g{
se,

The Storage Hedge
A

The storage hedge can be accomplished in a
An estimated closing basis can be obtained and thi
tures quotation:

g m lar to the pre-harvest hedge.
Valué subtracted from the current fu-

In November July Futures $1.70/bu.
(Cash Market $1.35/bu.) & Jul&\stA Basis . 10/bu,

$1.60/bu, "lock-in"

\\
The "lock-in price" estimate dxﬁmgmrember, if the hedge were turned in July, is
$1.60/bu,’ \ /

If the cash market were $7f u{ during the November previous, the return to stor-
age in the above example, % u}d/be/ n estimated $. 25/bu., ($1.60/bu. July "lock-in" -
$1. 35 cash market the N pévmus = §$.25/bu., return to storage).

The storage hed ay be of use to farmers storing grain. At times the market offers
a ''carrying charge" (ret to storage) which may be of considerable value to farmers stor-
ing grain, though it is true that over the years cash market returns from storage have not
been highly rlsky
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Table 2 and Figure 2 illustrate data used in the storage hedge in the example to
follow. The figure shows basis data from Table 2. Only 1 year is shown here for sim-
plicity. Remember:

1. If ending basis is to be known -- historical basis records must be kept, so keeping
a running basis chart will be invaluable to the hedging process.

2. The basis chart reflects no more than the difference between cash and futures
prices over time, It can be kept in a number of ways and this is but one example.

3. While basis tends to be repetitive from year to year, deviation from the "norm"
or average should be expected. Where possible, these deviations need to be an-
ticipated in advance. Talk ""basis" with knowledgeable individuals and others in-
volved in the hedging process.

Table 2, Illustrative basis table showing data used in the example
cited in the section entitled, '"Storage Hedge. "

(( -
Futures Option - \

Date Local Cash July Basis —/Ju%

) )

- - - - dollars per bushel - - - - </

Nov. 1 1.56 1,91 x .85
. . . YA ARG
g ok T
-
o o )
)
Basis, \/\> -
$/bu. //\\\
.50
.40
.30
.20
10 .1‘0.<bu.
0 L2 ;IlJIIlI[IlLIIILI,III‘liL_l
-.10 Nov., 1 July, 10
-.20 ‘

Figure 2, July option basis chart derived from data illustrated in Table 2. Data used in
the example cited in the section entitled, "Storage Hedge. "
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Assume farmer Jones made the decision, on November 1, to store a given quantity of
grain for future sale. Let us assume that sale is to be made in late June or early July
(July 10) of the following year. Farmer Jones wishes to assure himself of a return to stor- 3\
age. At current cash - futures price relationships, it looks as if such a return is possible.
He decides to sell July futures.

From historical basis charts (page 7) it is observed that basis from November to July
can be expected to narrow by about 25¢ per bushel (35¢ basis in November minus 10¢ basis
- in early July). Farmer Jones estimates that if basis, today (November 1) were about $. 35,
he would expect basis in early July to be about $. 10/bu.

The local cash grain price on November 1 is $1.35/bu. He can and does sell July fu-
tures at $1.70/bu. on a current basis of $. 35/bu. He figures his return to storage will be
$.25/bu. (See example below. )

On July 10 farmer Jones finds he is able to sell his cash corn locally; for $1/ %}g{q%
Basis, indeed, does turn out to be $. 10/bu., and therefore the futures price, $1( ﬁ% /

Under the above situation, illustrated below, farmer Jones loses $. 05/ @/ktures
market which he subtracts from the price received for the cash commodlty 3 net value
for his corn of $1. 60/bu.

4

/
((
‘ Using the "lock-in" rule -- back in November he sold future @O/bu. and antici-
pated the July 10 basis to be $. 10/bu. Therefore, on November l,%% icipated lock-in
was $1. 60/bu. ‘ ‘ x/
, // =/

Farmer Jones knew on November 1 the basis was $ 35[1(&1\ / /and he estimated the July
basis to be $. 10/bu, This change in basis, equal to $. Z%U\ would be what he would re-
ceive as a return to storage. Indeed, the cash price ro E‘&fro $1. 35/bu. on November 1
to $1.65/bu. on July 10 for a $. 30/bu. gain in pri buf\ ‘armer Jones lost $.05/bu. in the
futures market making his total returns from sto eq ﬁil to $.25/bu. In this case, his
"insurance' cost him $, 05/bu. (in addition to intere margin capital and brokerage fees

for the "round turn"): : / v
\\ |
\'\\ '

Date Cash Market (i L%ues Market Basis
Nov. 1 $1.35/bu. - Sell, July, $1.70/bu. | $.35/bu.

Est. July " ‘ // $.10/bu. (est. for July 10)

price - $1, é‘g\}‘k\ :
July 10 $1.65 Buy, July, $1.75/bu. $.10/bu.

- $ .05
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Basic Hedging Postulates

Following are three basic rules which will always be true in hedging transactions.
These rules and why these rules work must be understood by the hedger. Use the pre-
ceding examples to test the accuracy of the postulates:

P The change in basis from the time the hedge is entered until the time the hedge
is exited (turned) is equal to:

a. Returns from stbrage (in a storage type of hedge, the cash
price alternative at the time the hedge is entered is used
for calculating entering basis. Obviously, then any gains
made through basis narrowing from entry to exit, are the
same as returns from storage).

b. Profits from production. (In a hedge such as the pre- 7%0

harvest hedge or a livestock hedge, where the com- )
modity under question is not in storage, the cost of —
production should be used in calculating the basis w 0
entering the hedge. The resulting change in bas/L Yf om’
entry to exit) will be equal to the profits galned TOm pro-

/
ducing the commodity. That is, the cost ofL ion per
unit subtracted from the net returns from%

Po (Pr1ces at which the futures are sold)- (estlm)aﬁed sing basis) = "lock-in
prlce \\ ) \
P \\\ >
P3 (Production costs) + (the change in ba81s Q{aorjé lentry to exit]) = "lock-in price. "
bove. )

There are two very basic mfor b\n\nééds the hedger should know and understand
prior to hedging livestock. These a&
@)

1. Production costs ((
2. Basis patterns (an c&f pélt erns).
Vi a

Once these are knownandit under\stood profit or loss prospects from hedging can be easily
estimated. /;;7

Theoretica e difference between futures prices and cash prices narrows to zero
as the time to contract termination or maturity shortens, Such a "narrowing of the basis"
usually occurs in the hog futures market during the last 8 or 12 weeks prior to contract
closing,

* While hogs are used as an example in this section, the principles and methods
used are similar for hedging cattle.
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Basis at the par (delivery) market (Peoria) tends to close to plus $. 60 to $. 80/cwt.
(futures minus cash equals $. 60 to $. 80/cwt.) If hedgers were to deliver hogs to Peoria on
a futures commitment, the cost of delivery (not including transportation and shrink) would
be about $.60/cwt. A study of delivery costs at the prime market (Peoria) disclosed at-
market delivery charges as shown in Table 3.

For use by farmers, basis must be localized -- that is the cash price differential be-
tween Peoria and their normal market outlet must be calculated,

A summary of basis for the par market, Peoria, and interior Indiana is given in
Table 4, The study reflects basis for the last 8 weeks prior to maturity for all contracts
during the years 1968-1972, Note, particularly, that basis tends to be smallest during the
last few days before contract maturity, and gradually gets larger as the time period to con-
tract maturity gets longer.

Note that basis at the par market tends to be smaller near contract maturit 2%‘ B
basis for interior Indiana markets. This is because interior Indiana prices run so at
under par market (Peoria) prices. We would therefore expect a wider ba31s

Note also that both a positive and negative basis is shown. A p031t1ve\b/ /é reflects
the fact that futures prices were at a premium over cash prices. A negative basis reflects
the fact that futures prices closed on cash prices from a negative mdé%, futures prices
lower than cash prices. This latter case is much more infrequent thecase of the pos-
itive basis., Even when futures prices are below cash prices, earl life of a contract
option, they will often revert to the positive side prior to dehve ect in most cases,
that basis will be positive, i.e., futures at a premium over césh g ‘/fng the close of fu-
tures options in hogs. This is because there is a positive co &O/ﬂehvery

/

Note that basis narrows as the time to contract a\“@rlt)y becomes shorter. This nar-
row basis is advantageous to the '"short" hedger. re§u1ts in a higher "lock-in price"
(futures price minus the estimated closing basis tlm“ fed lock -in price). The smaller
the estimated closing basis, the higher the estimate ck-in'" price (true when futures
prices close at a premium to cash prices). "F/hps is why, when hedging in livestock options,
~ one should plan to have his hogs ready t@ma{l@t as close to contract maturity as possible.

/>

One additional factor should be mentioned which Table 2 does not illustrate. The var-
iance in the size of basis is much gr@t T further in time a contract is from maturity.
That is, the average Indiana posit V%%&SLS at 8 weeks prior to contract maturity is shown
to be $1 49/cwt. This may vary less than a dollar to more than 2 or 3 dollars /cwt,
Variance in the expected range/ n ba is usually gets smaller as contract maturity is ap-
proached. % —) ) ,‘

‘\ 7
In the following exa X\ attempt will be made to prove the postulates developed
previously in this bul

An Example of a Hog Hedge

Farmer Jones estimates production costs for his hogs to average $28, 00/cwt. He ob-
serves that futures are selling for $34. 00/cwt. (This is a futures contract which matures
during the month farmer Jones' hogs will be ready for market.) Farmer Jones calculates
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an estimated basis using production costs and a futures price as explained in Postulate 1
(b) ($34.00/cwt. futures price - $28. 00/cwt. production costs = $6. 00/cwt. ), $6. 00/cwt.
entering basis minus $1. 00/cwt. estimated closing basis equals a change in basis of
$5.00/cwt. This is the estimated profit which would be expected if the hedge were under-
taken,

By examining historical basis patterns farmer Jones predicts (estimates) the basis for
the time he will be ready to market his hogs and turn his hedge, to be $1. 00/cwt.

Diagrammatically:
Date Cash Market Futures Market Basis
Now $28. 00/cwt. prod. costs | Sell, Futures, $34.00/cwt. $6.00/cwt,
$L. t. basis
$33. 00/cwt. , est. (when hedge is
"lock-in" price \g%ned
1
i 0
When hedge Sell, cash Buy, Futures, $32. 00/ cwt.- //M 00/cwt.
is turned $31. 00/cwt. A ~ actual basis
and hogs ' (
marketed \X
The preceding example demonstrates: //%j/
Py (1) Profit = $ 6.00 - $1.00 = $57®(§%Q>Wt’/
— )/
P,  (2) Lock-in Price = $34.00 - $1.00 = $33.00/cwt.

)
3. 00/cwt.

P3 (3) Lock-in Price $28.00 + $5.00

o .
Knowledge of the postulated relati@nsh"i‘\'p{ is\important to the understanding of the
hedging process. Note, in the precedi) \amﬁfe that changes in price levels, once the
hedge is entered, do not affect the outcome of the hedge, as long as the closing basis is
equal to $1. 00/cwt. -
X\

Specifications for live hog%@\g:ﬁsﬁébntracts traded on the Chicago Mercantile Ex-
change including grades, weights, and delivery provisions are available from your Broker.
Basically, one deliverable d@ﬁaﬁt consists of 30, 000 pounds of U. S. 1-3 hogs averaging
200-230 pounds, i.e., 130~140 hogs. Some deviation from these terms is allowed
and any person intendin, iver on an open contract should familiarize himself with
complete contract ications. Trading in live hog futures terminates on the 20th

calendar day of the contract month or the business day prior thereto.

Though not covered in the preceding examples, costs of trading include the Broker's
commission and interest on margin capital deposited with the Broker. These costs should
be accounted for in estimating returns from the hedging operation.



Workshop Exercises

Two workshop exercises covering the
pre-harvest hedge for corn or soybeans
and the hedging of hogs on the live hog
futures market are contained in Extension
publications "A Workshop Exercise in the
Pre-Harvest Hedge, " and "A Workshop
Exercise in Hedging on the Live Hog Fu-
tures, "

Table 3. Estimated delivery charges, hogs, at
Peoria, based on study, * of 282 head, average
weight 210 pounds

e e e T —— e —

Item Cost /head
Yardage $ .50
Feed . 06
Insurance .05
Commission .47
Grading .09
Total /head $1.17

A \ * Source: Chicago Mercantile Exchange.
\\\\ /
“ //
Table 4. Average basis (qu eé/ c§s©ess cash prices) for all hog contracts, 1968 through 1972, PAR market (Peoria) and
interior Indiana (dollars per hi ght)
L W eek Day
Market Basis 8 7 - \5\\ 3 2 1 4 2 1 Close
we -L51 -l i _/ S .50 -3 - .41 - 8 -
Par Negative 1.51 1..05 .9 /}} \ 7 50 34 41 11 8 25
Positive ~ 1.96 175  1.17 1.@442 84 91 .66 64 69 .72 .71
Ind. Negative -1.82 -1.51 - .66 - .65 \ /.49 - .43 - .33 -.09 -.00 -.00 -.00
Positive ~ 1.94 157 1.35 147 1,15 1.06- .8 .76 .79 .95 110 .95

u of
Agriculture Cooperating. H. G. Diesslin, Director, West Lafayette, Ind. Issued in furtherance of the AcMuno 30,

Cooperative Extension Work in Agriculture and Home Economics, State of Indiana, Purdue U

19814, It is the policy of the Cooperative Extension Service of Purdue University that all persons shall havé\ qual opportunity
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