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The extremely strong corn basis is currently receiving a lot of attention. We first made note of the strong
basis pattern in our post on October 20, 2011. We suggested at the time that the strong cash prices
relative to futures prices implied that futures prices may have been under-valued relative to demand
strength. We concluded with the statement that “Historically, divergences like this one have not tended to
last long. It will be interesting to see exactly how this one is resolved. Stay tuned”

Now, three months later, we find the corn basis is even stronger than in October and at record levels in
some markets. Figure 1 illustrates the magnitude of the average basis at country elevators in South
Central lllinois each Thursday from late September through late January for the past 6 years. The cash
price used in the calculation is the overnight bid as reported by the USDA’s Agricultural Marketing Service
and the futures price is the settlement price of the March futures contract. Since October 20, 2011 the
basis has strengthened by $0.15 and stood at a record $.05 on January 26, 2012. In the previous 37
years for which we have data, the average cash price in this area had not ever been above the nearby
futures price on this date.
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Figure 1. South Central lllinois Corn Basis vs. March 2012
CBOT Futures
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Some have argued that the small crop of 2011 and ample storage space has uniquely allowed farmers to
easily store the crop requiring a strong basis to motivate additional sales. That explanation alone is not
sufficient to explain the strength in the basis. By that logic soybean basis, for example, would also be
record strong, but it is not. In addition, storage space is always in surplus in the middle of the marketing
year so that this year is not unique in that regard. Farmers may be tight holders of the 2011 crop, but the
tightness is not just the result of them having capacity to store the crop. Nor is it due to a “shortage” of
physical inventories of corn—at least 9 billion bushels of corn were in storage as of December 1, 2011.

So, if there are so many bushels of corn in storage what accounts for the continuation of the very strong
basis? It is useful to step back and consider the basic economic function of the basis. The “job” of the
basis is to send the appropriate signals through the marketing year so that an adequate amount of corn is
in storage at the end of the year since there is usually a gap before the next harvest becomes available.
From this perspective, basis levels should be strong when the flow of corn to the market is slow relative to
the pace of consumption. The tightness in supplies available to the market, then, results in a strong basis
that reduces the potential returns to storage and coaxes more sales by farmers or others who are holding
stocks. Tightness in supplies available to the market may be the result of a reluctance of farmers and
others to sell corn, a very rapid pace of consumption, or some combination of the two. It is unusual for
tightness to persist for long periods of time as it apparently has this year.

The contribution of each factor (slow selling and strong demand) to the recent basis strength is difficult to
discern. If farmers have been more reluctant than normal to sell corn inventories, it may be that they have
perceived corn prices to be undervalued following the sharp break in prices from the late August 2011
peak.

Demand strength should be reflected in the rate of consumption. Corn is consumed in three major
categories: exports, ethanol and co-product production, and feed. The pace of exports and the pace of
ethanol production are very transparent, with data reported on a weekly basis. The pace of exports this
year has not been unusually rapid, with shipments to date about equal those of a year ago. The pace of
ethanol production was very rapid from mid-November 2011 through mid-January 2012, exceeding the
pace of a year ago by 4 percent. The pace slowed a bit in the third week of January. The rapid pace of
corn consumption for ethanol production may have contributed to the very strong basis this year.

The pace of feed use is not very transparent and is calculated as “feed and residual” use on a quarterly
basis following the release of the USDA’s quarterly corn stocks estimates. The calculated rate of feed and
residual use of corn was unusually low during each of the final two quarters of the 2010-11 marketing
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year and the first quarter of the current marketing year. The low rate of feed and residual use appears to
be at odds with the increase in the USDA'’s estimated number of Grain Consuming Animal Units (Figure
2) in the 2010-11 and 2011-12 marketing years and the level of feeding of other grains, oilseed meals,
and by-products (including an estimate of distillers grains). The implied rate of total feed consumption per
animal unit has declined sharply.

Figure 2. U.S. Grain Consuming Animal Units

96
95 -
a4
93 -
92
91
90 -
89 -
88 -

87 -

86 - T

millions

S N T S Y SR

& o 2] AT ® & N W

FAF A g P AN
.-P

Marketing Year

The continuation of the extremely strong corn basis over a relatively long period of time suggests that the
rate of feed and residual use of corn may have been more rapid than implied by the recent quarterly
stocks estimates. That scenario would imply that recent stock levels have been over-estimated and that
stocks at the end of the year will be smaller than currently forecast (see previous posts here and here for
more detailed discussions about the grain stocks report). That scenario would be a convenient
explanation for both the strong basis and the apparent under-valuation of corn futures prices. Judging by
the magnitude of the current basis compared to normal levels, futures prices may be under-valued by
about $.30.

If feed and residual use of corn has been under-estimated in recent quarters, one would hope the under-
estimate is revealed in future quarterly stocks estimates from the USDA. There is clearly much more than
the normal uncertainty about the accuracy of these estimates. Such uncertainty will make it difficult to
anticipate the level of reported stocks for several more quarters. Undoubtedly, further bumps ahead.
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