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Basis Summary

How to use the Basis Summaries

Introduction

This document should be read in conjunction with the Basis Summary Reports published by Ag Concepts Unlimited
every six months. It explains what basis is, and describes how to understand and use the information provided in the
Basis Summary reports.

The Basis Summary reports provide an analysis of the basis for Meat and Livestock Australia’s (MLA) National
Livestock Reporting Services (NLRS) saleyard cattle indicators.

The basis summaries will help you to:

® Understand the drivers of cattle prices.

e Estimate what prices to expect in the forward contracting of your cattle.

® Make decisions on the use of price risk management tools such as MLA/SFE Cattle Futures.

What is Basis?

Basis is simply the difference between any two prices. It provides
an indication of the value of your cattle relative to the general
cattle market.

In the case of the Australian cattle industry, the general market
average is represented by the Eastern Young Cattle Indicator, or
EYCIl The EYCI is the base for the MLA/SFE Cattle Futures
contract.

Price

Basis

| Basis = Cattle price (Cash Price) - EYCI |
What does it mean? —EYC|I ——Cash Price

e Positive basis = higher cattle price than the market average. ‘ ‘
o Negative basis = lower cattle price than the market average. Time

Basis is likely to be stronger when your cattle are in high demand
and low supply.

Price and Basis

Figure 1 - Cash price vs EYCI Figure 2 - Long term Basis
e A visual guide to the movements in the cattle ® Shows the level of basis (difference between
price and EYCI over time. the two prices) over time, as well as the
volatility.
e Higher volatility in basis means it is more
difficult to estimate basis in the future.
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COMMERCIAL IN CONFIDENCE: This information is to assist in your marketing decisions. It contains a range of data and views on the current beef market. It is not intended to constitute advice for a specific purpose. Before taking
any action in relation to information contained within this report, you should seek advice from a qualified professional. The information is obtained from a variety of sources and AG CONCEPTS UNLIMITED will not be held liable for
any loss or damage whatsoever that may arise from the use of information or for any error or mis-statement contained in this report.




Table 1 - Key price and basis statistics

Table 1: Key Price and Basis Statistics

® Average Price and Basis - shows the average price : . :
and the average basis for the indicator over a given | ... o/kghwt i Price : __8D.
period of time. 12 month average price ___________________ 17706 1 87T
e Standard Deviation (SD) - indicates how volatie the Average price since Jan 2003 ' 183.25 18.76
price and basis have been. A lower standard deviation [~~~ T T T o
means the price or basis has shown low volatility. i i
i i ion means that the  b—-oooooo o/kgwt : Basis i SD.
e Correlation - A higher correlation means that the i :
prices are more closely related. 12 month average basis (010 390
What does this mean? Average basis since Jan 2003 3.71 5.01
e |ow basis volatiity and high correlation suggest that — }------ooooooooooo e e
the EYCI is a good predictor of the indicator. Correlation P 96%
Therefore, MLA/SFE Cattle Futures could provide an
effective hedge for cattle that match the description of
this indicator.
Figure 3 — Seasonality of basis
Fi : lity of Basi
® Shows recent average monthly basis (in red) and the igure 3: Seasonality of Basis
five-year average basis. In addition, strong and weak 20 -
basis lines are calculated as average basis +1 standard
deviation. 15
e Basis seasonality highlights the volatility and pattern of 10 1 W
the basis throughout the year. = 5 7
= e
What does this mean? 2 - AT S R A N s
e When the basis moves above the strong basis line, 5 1
the indicator is considered to be very strong relative to -10 .
historic data for that time of year. 45 1 —2008 =0~ Strong Basis Years
e Some indicators wil exhibit more pronounced 0 | — 5yrAverage - Weak Basis Years

seasonality than others. o Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
® The closer the strong and weak basis lines are to the Month

average, the less volatle - and therefore more
predictable - the basis.

Risk

When using basis to assist in pricing and hedging, it is important to understand

whether more price risk lies in the basis or the cash price. Table 2 can assist Table 2: Price Movement Risk

with this. ¢/kg dwtiCash SD_iBasis SD

Table 2 - Price movement risk |3 months : 20.00! 5.08

e Shows the standard deviation (SD) of movements in the indicator and the .@-'I‘.QUID S E 20825 2.47
basis over the specified time period. 9 months __: 21.704 5.98

12 months | 21871 5.49

® For example, in any 6 month period you could expect that movement in the
cash price will be up to 21¢ from the average price movement and that the
basis movement will be up to 5.5¢ from the average basis movement.

What does this mean?

e A high SD of the cash price or basis movement suggests that the average
price movement over a period of time is more volatile — and therefore less
predictable.

e |[f the SD of the cash price movement is greater than the SD of the basis
movement, it suggests that there is greater risk of movement in the cash
price compared to the basis. In this case, the use of MLA/SFE Cattle
Futures or forward price contracts could be warranted to reduce the risk of
unexpected price movements.
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Percentiles

Tabl -P il
able 3 - Percentiles Table 3: Percentiles since 2003 (¢/kg Iwt)

e A percentile is the value of a variable, below which a certain percent of — TV T (ash B
observations fall. So, for example, the 60th percentile is the value . H H H
below which 60% of the observations may be found. Min : 126 : 132 : -8

e For example, Table 3 shows that since 2003, the EYCI has been 10% : 18 . 162 . -2
above 183¢/kg Iwt for 40% of the time and below 183¢/kg Iwt for 60% 20% + 166 1 170 1 -1
of the time. 0% | 172 1 174 1

What does this mean? 40% 1+ 174 1 178 i 2

50% i 179 i 181 {3
® Historical price levels can help us assess forward price offers, to 0 i i i
. ) . . . 60% ¢ 183 & 185 i 5
determine whether particular price levels are likely to be achievable 70% i 789 ' 91 i 7

and whether they represent good value. 0 . ! !
. . . . 80% ¢+ 1% + 199 ! 8

e To illustrate: if a cattle buyer offered a price of 191¢/kg Iwt, this would > . . .
represent good value, as (cash) prices have only been greater than 90% I 201 i 208 I 10
191¢ for 30% of the time since 2003. Max ¢ 221 1 233 1 17

Expected Basis

Table 4 - Expected monthly basis )
Table 4: Expected Monthly Basis (¢/kg wt)

® Shows the average basis and standard deviation (SD) for each i i ' Weak | Stron
month over the past five years. Table 4 contains the data ; ; ; o .g
underpinning Figure 3. |_Month 5 Ave. 5 Std Dev. 5 Basis 5 Basis
e Weak basis - calculated by subtracting the SD from the [ Jan_ i 47 i 56 i 09 i 103
average basis Feb i 18 & 31 & 14 i 49
e Strong basis - calculated by adding the SD to the average. [ Mar : 24 & 37 1 13 @ 6.1
r, 20 4 43 1 -23 1 6.3
' ? e e me o : | i
What does this mean? B R
® ltis possible to predict basis for the coming year by looking at | Jun_ i 37 1 50 1 13 1 87
the average basis. For example, in March, basis could be Jul t 61 1 38 t 23 1 99
expected to be +2.4¢/kg Iwt. [ Aug 159 144 15 17103
® A higher SD suggests greater volatility — and therefore lower '"'éép i i 53 4+ 50 1+ 04 i+ 103
predictability — in basis for a particular month. [0ct V51 1 40 t 11 ¢ 91
e [t may be more appropriate to use the Weak Basis or Strong Nov ¢ 33 1 41 08 Y 75
Basis values to estimate basis. For example, if demand for this " Dec 78 53 o8 137

particular type of cattle is expected to be stronger than normal
or if supply is expected to be lower than normal, basis would
be expected to be stronger and, as such, the Strong Basis
value could be used To estimate forward prices.

Data for these reports was kindly supplied by Meat and Livestock Australia’s National Livestock Reporting Service (NLRS) www.nlrs.com.au
For more information, contact:
Ag Concepts Unlimited

Ph (03) 5333 7764
info@agconcepts.com.au

Meat and Livestock Australia
Ph (02) 9463 9163
marketinfo@mla.com.au
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