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September 8, 1982

BASIS CONTRACTS

THE CURRENT LOW LEVEL OF CORN AND SOYBEAN PRICES Eugg€sts that

many produc6rs ar€ reluctant to soll largo quantitios of thoir 1982 crops.

Rotaining own€rship of most of the oxpect€d production creatoa two problems.

First, because of the large supply of grain, storago space wlll not be adequate

to hold all th6 graln that some farmera want to own. Second, storing mo$t of

the 1982 crops could put prossure on the cash flow situation for some farmers.

Several alternativea are available to producers facing one or both of those

problems. If etorage is available but cash flow is a problem, oligibl€ producers

can uae the CCC loan program. AII producors are oligibl€ for tho soybean loan

program, but only thoso who parUcipatod in the Roduced Acreage Program are

eligible for the corn loan program.

Producers who lyant to own more grain than thoy cen storo may havo as

many as thre€ options: Graln could be sold at harvost and replaced wlth

futuros; grain could bo delivered on a prico-Iat€r contract; or grain could be

deliverod on a basis contract. In all three casoa, th€ title of the grain ls

transferrod to the buyor, but tho sellor retains the right to price the graln

Iater. Basis contracts have become a popular optlon for many producers.

Under a basis contract, the buyer and seller agr€e that the price paid to
th€ seller will be th6 price of a specified futures on the day of the sellerrs

choosing, minus tho basis that €xists et tho time of tho contrect. That is' the

basis is fixed and prlcing is based on a specified futuros contract. The

popularity of such contracte has incr€ased when buyers havo offered a partid
paym€nt to the produc€r at tho time of delivory. Typically, tho payment might

consigt of 80 percent of the cash pric€ at the time of delivery. ThB balanc€ ' if
any, is paid at tho time of Priclng.

Producers somotimea view basis contracts as a coatloa8 way to rotaln

ownership of grain. Howevor, the producer who dellvere on a baais contract

will not bonefit from a narrowing of tho ba8is during the storage s€ason. In

additton, interest coats would be incurred on the 20 p€rcsnt of the cash pric€

that is not rec€ived at d€livery.
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An Example. On S€ptomber 2. the cash prlce of new crop corn In central
Illlnols wae approxlmately 31.96 per bushel. July 1983 futurea closod at about

12.63. The July baeis, then, was 67 cents (12.63 minus $1.96). A basis contract
ont€red into on Saptembor 2 might cell for corn to bo dellvered at harv6st, with
prictng to tak€ place anytlme before June 30, 1983. Tho prlco paid would be the
July futuree prlce on th6 day of pricing minue $0.57. An advance paymont of
11.57 per buehel might be made to th€ producor. What is the coet of this contract
to th6 producer? Th6 cost iB the magnitude of basls improvement aft€r
Soptembor 2 pIuB interost on 39 cents (31.96 minus i1.57). If, ae last year, th6
July basis narrowa to 40 cents by the flr8t of January, ths basis cost would b€ 27

cents, end intersst coet would be about 1.5 cents. By June 1, 1983. the basis
could be as narrow a8 15 cents lf laet yearrs pattorn is r€peatsd. Th6 basls cost

th6n would total 52 cents, and interest would be 4 cents per bushel.
Ownership of graln under any condltions is oxpenslve. With a basis contract,

the cost is less obvious. The important thing to rem€mber is that the seller has

forfeited any gatn from basls improvoment. And tho producer gaine only lf futures
prlces go up.
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