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Until just a few years ago dairy producers 
had no need or ability to manage price 
risk. During the early 1990’s, university 

and futures exchange representatives worked on 
developing and refining tools that the dairy in-
dustry could use to reduce price risk. The most 
successful tool to date has been the Class III cash 
settlement contract. Dairy producers need to un-
derstand the concept of basis to use the Class III 
contract as well as options and forward contracts 
that result from the futures market.

Definition of Basis
Basis is the difference between a cash price at a 
specific location and the price of a complementary 
futures contract. Basis for raw milk is the differ-
ence between a dairy producer's "mailbox price" 
and the Class III futures contract. 

Each dairy producer must calculate their own 
basis. Milk basis is individualized due to the differ-
ences in quality and volume discounts or premi-
ums received by each milk producer.

Use of Basis
Basis calculation has at least three uses for dairy 
producers. These include: analyzing a forward cash 
price, analyzing the possible outcome of a hedge 
and calculation of a target options strike price. 

Several dairy plants operating in Iowa offer dairy 
producers forward milk price contracts, monthly, 
yearly and three years milk production. Knowing 
your monthly milk basis allows you to determine 
if the forward price offered in a contract will be 
profitable or as good as the outcome of a hedge. To 
do this, add the basis calculated to the cash price 
being offered. Compare the result to your cost of 
production and/or the outcome of a hedge. The 
cash price should be a little less, 5 to 10 cents per 
hundredweight, than if you were to place a hedge. 
The lower price is due to the costs that a dairy 
plant will have in offering a cash contract.

Basis is also necessary to calculate the strike price 
that a dairy producer may want to use for an op-
tions purchase. A dairy producer will first set a 
price goal. Subtract the expected basis from this 
price goal. The result is a price that can be used 
as the strike price at which a dairy producer may 
purchase an option.

Lastly, basis will help predict the cash outcome of 
milk hedging. By adding the expected basis to a 
hedge price, a dairy producer can estimate the cash 
price that will be received. 

A term "basis risk" needs to be explained here. 
Basis risk refers to the possibility that the real basis 
isn't equal to the predicted basis, it may be more or 
less. The cash price earned will vary by the change 
in basis. You can get a sense of basis risk by look-
ing at the variability of monthly basis over a three 
year period. Basis may vary as much as $3 per 
hundredweight during the same month in differ-
ent years. A higher than expected basis will yield 
a higher than expected cash outcome while the 
opposite is true as well.

Calculating Milk Basis
Basis calculation should be made for each month 
of the past three years. This recommendation is 
made due to the variability of basis from year to 
year. As mentioned earlier, basis may vary by as 
much as $3 per hundredweight. An average of 
three years basis calculations for each month will 
reduce the possibility that the basis used will vary 
excessively from the basis that actually takes place.

Table 1 is an example of the calculation of milk 
price basis. Table 2 is a worksheet that dairy farm 
mangers can use to easily calculate and save their 
basis. Use a separate sheet for each year. Table 3, 
Historical Class III, provides the historical price 
necessary to calculate basis.



	 	 	 	 	
Month	 2002	 2003	 2004	 	2005	 	
January	 $11.87	 $9.78	 $11.61	 	$14.14	 	 	 	 	
February	 11.63	 9.66	 11.89	 	14.70	 	 	
March	 10.65	 9.11	 14.49	 	14.08	 	
April	 10.85	 9.41	 19.66	 	14.61	 	
May	 10.82	 9.71	 20.58	 	13.77	 	
June	 10.09	 9.75	 17.68	 	13.92	 	
July	 9.33	 11.78	 14.85	 	14.35	 	
August	 9.54	 13.80	 14.04	 	13.60	 	
September	 9.92	 14.30	 14.72	 	14.30	 	
October	 10.72	 14.39	 14.16	 	14.35	 	
November	 9.84	 13.47	 14.89	 	13.35	 	
December	 9.74	 11.87	 16.14	 	13.37	 	

	

	 Your	 -	this	 	 	
	 mailbox	 month's	 =	 	
Month	 	price	 Class	III	 basis	

January	 	 	 	
February	 	 	
March	 	 	
April	 	 	
May	 	 	
June	 	 	
July	 	 	
August	 	 	
September	 	 	
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November	 	 	
December	 	 	

Table	1.	Class	III	cash	settlement	basis	worksheet.		(Example	2001	Class	III)

	 Your	 -	this	 	 	
	 mailbox	 month's	 =	 	
Month	 	price	 Class	III	 basis	 	
January	 $11.81	 $9.99	 $1.82	 	 	
February	 12.41	 10.27	 2.14	 	
March	 12.78	 11.42	 1.36	 	
April	 13.12	 12.06	 1.06	 	
May	 14.02	 13.83	 .19	 	
June	 14.88	 15.02	 -.14	 	
July	 15.99	 15.46	 .53	 	
August	 16.75	 15.55	 1.20	 	
September	 17.04	 15.90	 1.14	 	
October	 16.02	 14.60	 1.42	 	
November	 14.67	 11.31	 3.36	 	
December	 13.05	 11.80	 1.25	 	

Table	2.	Class	III	cash	settlement	basis	worksheet.		

Table	3.	Historical	class	III.
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