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Chapter 4 Objectives

» Basis risk associated hedges using LGM for Cattle
insurance

» Optimal purchasing times for LGM insurance
periods

> Historical indemnities
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Cattle & Corn Prices More Variable

Feeder Cattle, Live Cattle, and Corn Average Monthly
Futures Prices, January 1995 to May 2007
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Basis Risk

» Changes in the relationship between cash price and
hedged price

» Futures Basis = Cash Price — Futures Price

» LGM Basis = Cash Price — LGM Adj. Futures Price

» LGM Basis Margin is the spread between fed cattle,
feeder cattle, & corn basis

Home Study Course Chapter 4
http://livestockinsurance.unl.edu
University of Nebraska-Lincoln



“LGM for Cattle Basis and Purchasing Considerations”
Understanding Risk Management Using Livestock Gross Margin Insurance

LGM Actual Gross Margin and Nebraska Cash Actual Gross
Margin, Yearling Operation Finishing, 1994-2007
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Your LGM Basis

» Difference between your purchase/selling price
and LGM Adj. Futures Price
v'Different locations
v'Different times
v Different market conditions

Insurance Periods

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan

Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb

»EGM in August will be different depending on
whether LGM is purchased in Jan, Feb, Mar, etc.
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Average Yearling LGM Indemnities for April, 13 Average Yearling LGM Indemnities for May, 14
By Sales Closing Date, 1996-2006 By Sales Closing Date, 1996-2006
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. . R 21 Difference Between EGM and AGM, 22
LGM for Cattle Yearling Finishing O tion,
Historical Indemnities oy g ey o, B ST Sy 207
» Use with caution!!
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Summary

» LGM basis margin exists

» No clear trends in selecting sales closing dates for
individual target marketing months

» LGM indemnities based on entire insurance
period’s GMG and total AGM
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What’s Next?

» Chapter 5: Hedging Outcomes with LGM
Insurance
v'How price changes affect gross margins

v'How to set up and evaluate a hedge using LGM
insurance
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