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Dairy Farm Risk Management Options April 2020

It would be an understatement to say that the current economic environment is one of
uncertainty. The dairy markets are no exception. On January 22, futures contract Class Il milk
price was between $17.75 and $18.25/cwt from February through December 2020. Class IV
futures were between $17 and $18.50/cwt. The resulting expected average margin from the
DMC program was $10.86/cwt for 2020. The market fundamentals at that point in time very
much supported a good farm milk price year with slow growth in the major exporting countries,
a healthy economy, and more positive trade prospects. As of Friday, March 27 Class Il futures
were between $13.90/cwt (May) and $15.51/cwt (September). Dairy product and class prices
continued to drop the following week.

With this rapid shift on prices, many questions are being asked about what options farms might
have available to protect themselves from negative price changes. Milk price risk management
options for US dairy farmers includes the Dairy Margin Coverage (DMC) program, crop
insurance programs including Dairy Revenue Protection (Dairy RP), as well as cooperative
options and futures and options contracts.

Dairy Margin Coverage Program

The DMC program is a program administered by the Farm Service Agency. DMC is the second
incarnation of the Margin Protection Program (MPP) that was modified in the 2018 Farm Bill.
The program uses a national income over feed cost estimate calculated using the US All Milk
Price as well as the NASS US corn price, supreme alfalfa hay, and Central Illinois soybean meal
price

Sign up for 2020 DMC coverage took place from October into December 2019. Some producers
signed up for 5 years of coverage (2019-2023) and took a discounted premium. From the
enrollment data, of the 28,000 or so herds with a production history 13,000 signed up for 2020.
Some of these did so at the $S4/cwt margin level. Nationally, 11,000 herds enrolled for 2020 at
$9.50/cwt level covering 28.3 billion pounds of milk (about 12.8% of expected milk production).
For New York, 683 herds enrolled at $9.50/cwt (17.6% of herds). 15.12 billion pounds of New
York milk were enrolled at $9.50/cwt for 2020 representing 10.25% of 2019 milk production.

The DMC average margin on March 27 was $8.33/cwt for 2020. Actually, that margin did not
look so bad in a longer historical context but that is still a loss of $2.50/cwt in projected income
over feed margin in 9 weeks and it does not reflect the deep financial hole many producers find
themselves in following the last few years of poor returns. DMC payments are projected to be
$2.95/cwt in June but that will be for a maximum of 4,167 cwt so the monthly payment would
exceed $12,000 prior to netting out the premium.

Expected 2020 DMC payments as of Friday, March 27 on 5 million covered pounds of milk
production at $9.50/cwt totaled just shy of $60,000 even when netting out the $0.15/cwt



premium (UPDATE: As of April 1 the total was now in excess of $90,000 but this depends on
actual milk and feed prices in future months). The futures markets is currently predicting a bit
of a recovery in margins in the fall months with payments ending. Should COVID-19 continue, it
seems likely that may deteriorate resulting in a higher payments. Depending on the farm size
and financial situation, the expected DMC payments may be very useful. If producers are not
signed up for DMC in 2020, at this point it is no longer an option. Perhaps lawmakers will re-
open DMC enrollment for 2020 but that remains to be seen.

General information about DMC is at:

https://www.fsa.usda.gov/programs-and-services/dairy-margin-coverage-program/index

A very useful tool to examine expected DMC margins and probabilities of triggering by margin
protected is available at:

https://dairymarkets.org/MPP/Tool/

The values for expected DMC margins are updated with each trade day. Using this information,
farms can assess the expected payments and assistance for 2020.

Dairy Revenue Protection Insurance

Dairy-RP is an insurance program administered by the USDA-Risk Management Agency. It
allows producers to cover milk price using Class Ill or Class IV milk prices by quarter based on
current futures contract prices. Producers can cover up to 95 percent of the average quarterly
milk price with subsidized premiums. Butterfat and protein components may also be covered
using this program which may be desirable to producers with high herd tests.

As of the end of January about 3 billion pounds of milk were covered for 2020 under Dairy-RP
which is about 1.5% of expected annual total. At the present time, the decision to lock in those
prices looks brilliant. Unfortunately, it makes less sense to lock in prices where they are
currently are at as would be considerably below costs of production for most farms and may be
near the bottom. Are we at (or near) the bottom? In the nearby months, there are few
opportunities at the current time that will excite dairy farmers. $12.60/cwt Class lll is very
low—the last time milk prices were at this level was October 2009. For Dairy-RP, it would
appear there might be opportunities in the first or second quarter of 2021. Of course, that is of
little use for short-run but may limit risk if uncertainly continues over the year. Interested farm
managers should monitor the futures prices for opportunities. If the virus is short-lived,
markets may recover with more typical economic activity.

Dairy futures and options prices are available at:

https://www.cmegroup.com/trading/agricultural/dairy/
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General Dairy-RP information is at:

https://www.rma.usda.gov/en/Fact-Sheets/National-Fact-Sheets/Dairy-Revenue-Protection

Dairy RP premium calculators are available from crop insurance providers and others that sell
the policies including Farm Credit.

Private and Cooperative Price Risk Management

Producers may utilize futures and options for milk (on the Chicago Mercantile Exchange website
above), corn, soybeans (Chicago Board of Trade) and other commaodities through brokers.
Many cooperatives also offer programs that use the underlying futures and options contracts
but offer more contract size flexibility.

Price Risk Management Considerations

If the farm financial situation is such that catastrophic milk prices must be avoided then the
farm manager must act accordingly (unfortunately, we may already be there for much of 2020).
Financial analysis can inform managers whether risk management is desirable but not what to
do or when. One tenet of economics is that producers should at least cover the variable
(operating) costs in the short-run. In the long-run, all costs must be covered. In recent years,
farm milk prices have been boom or bust with some years below cost of production for many
producers. In periods, when milk prices are below cost of production, the objective turns to
minimizing losses. When assessing future prices, it is useful to benchmark them to costs—in
particular operating costs. Keep in mind that milk futures prices in far out months are a best
estimate with current information. These values have the potential to change with new market
information. So one must ask, is it desirable to lock in a loss or in a low margin, or pay a high
insurance premium, or to wait for the opportunity for higher prices?
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