AGEC321, Fall 2011

Take-home Practice Opportunity 8

Due date: December 8, 5:00 p.m.

Basis and Futures Markets

1. In your own words (i.e., in a manner that you would explain it to someone who
has not taken this course) explain the intuition behind basis. Why does a basis
occur? (Provide some specific factors in answering the latter question.)

2. Is basis risk less or more risky than price risk?

3. Using the table below, calculate the basis for the month of November in Billings,
MT region for feeder cattle. Then, using these calculations, predict the local
prices in Billings in 2011 and 2012 based on the known November futures
contract prices.

Market Month | Year | CME Contract $/1b | Local Price $/lb. | Basis
Billings | November | 2000 0.86 0.82
Billings | November | 2001 0.90 0.84
Billings | November | 2002 0.78 0.65
Billings | November | 2003 0.93 0.88
Billings | November | 2004 1.15 1.03
Billings | November | 2005 1.10 1.07
Billings | November | 2006 1.15 1.18
Billings | November | 2007 1.16 1.18
Billings | November | 2008 1.13 1.06
Billings | November | 2009 1.00 0.99
Billings | November | 2010 1.13 1.07
Billings | November | 2011 1.45
Billings | November | 2012 1.49

Price Risk vs. Basis Risk

4. You are a Montana spring wheat farmer who will seek to sell the wheat in
September, 20xx at the local cash price. You know that the historical September
basis for your region is —$0.20/bu. In April, the September, 20xx futures
contract price is $9.25/bu. Your total production costs are $5.25/bu.

Complete the following:




(a)
(b)

Calculate the price at which you expect to sell in your local market.

Suppose that you don’t hedge. That is, you fully take on price risk.
Assuming that the historical basis holds, calculate your profits if the price
of a September, 20xx futures contract at expiration when prices are:

i. $4.25

ii. $8.15
iii. $10.20
Now, suppose that you do hedge, and therefore exchange price risk for basis
risk. That is, you establish a futures hedge in April using the September,
20xx contract. In September, 20xx, calculate your local market profit,
futures equity, and total profit under the following scenarios (there are
9 total scenarios — 3 basis scenarios associated with a particular futures
price):

i. Futures: $4.25; Actual basis: -$0.19, -$0.25, -$0.30

ii. Futures: $8.15; Actual basis: -$0.15, -$0.22, -$0.28

iii. Futures: $10.20; Actual basis: -$0.20, -$0.30, -$0.40



