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The Current Dairy Market Psychology…

The phrase “Catch-22” came from a 1961 book of the same name by Joseph Heller about decisions

made during WWII involving circular logic and negative consequences. A “catch-22” is a situation

where the desired outcome or solution is impossible to attain because of a set of inherently illogical

rules or conditions. Whether you call it a vicious cycle, a paradox, a no-win situation, a dilemma, or a

catch-22, the dairy industry is certainly in one.

Most market analysts agree that milk prices will not recover until supplies decrease significantly from

current levels. Dr. Bob Cropp at U-W Madison says production will have to drop below last year’s

level before a bounce-back happens. A supply decrease means that cows have to permanently leave

the market. Yet it is difficult to remove cows from the market without removing producers in the

process. Unless all dairymen remove a certain share of cows in a united effort or a significant export

market materializes, producers will be forced out of business.

So the dairy industry arrives at its catch-22. Do we keep producers in the marketplace via support

programs, even if this action continues to depress market prices for significant period of time? Or do

we curb the intervention measures, hasten the exit rate, and raise prices more rapidly? Neither option

seems like a good one, but this is an honest assessment of where we are. What is clear is that the

industry is facing a short-term crisis and long-term conundrum.

The short-term crisis will work itself out in a painful way. The February column posited a future path

where price recovery would come this fall, given liquidation in the U.S. herd and an optimistic outlook

for the economy. At the time, USDA and the CME markets indicated they believed that to be the most
likely path for the industry. While the actual health of the economy is anyone’s guess1, that herd

liquidation has not materialized for a variety of reasons. CWT (Cooperatives Working Together) is a

valuable program for the U.S. dairy industry because it allows producers to exit the industry on their

own terms. However, the anticipation of large liquidations has led many producers to believe their

neighbors will be the ones to exit, so they are not going to submit CWT bids. Others are waiting to see

how bad prices will be after the buy-outs and whether or not they can survive with their additional

MILC payment in the medium-term before they will consider their own liquidation. Or when the

banker finally says enough is enough…

The MILC program – even with the feed price adjuster – has helped producers, but it clearly is not the

long term survivability measure for the industry. The payment caps, which limit support for dairies

with more than 160 cows, have provided a higher relative benefit to small producers. However, the

current industry downturn is stacked against the large producers and those who do not produce the

majority of their own feed. The price support program operates at a level that is frankly well below

many producers’ cost of production. Finally, the supply situation has not been helped by mild weather

through much of the U.S and high replacement number, although, good weather for cows usually

means good weather for corn.

In the short, medium and long terms, it is clear that margins are the name of the game. Volatility in

grain and input markets has made many a “business model” for new or expanded dairies (and other

livestock enterprises) of little value. Large dairies built under the assumption of $2.00 corn in some

parts of the U.S. are losing money hand over fist. Anyone thinking about long-term expansion should

do so with the notion that corn will spend a lot more time in the $3 to $4 range, with spikes into $5

territory once in a while than has ever been the case before. It depends in large part on the price of

crude oil.

Dairy producers have a long history of not doing anything to protect their own price risk. Those who

have not seen the value in hedging (either milk prices or inputs) probably need to reconsider.

Livestock gross margin insurance for dairy (LGM-dairy) is now being offered by USDA-Risk

Management Agency. While prohibitively expensive for most producers, LGM for dairy could

provide an indemnity payment for the loss of gross margin (market value of milk minus feed costs).

For more information go to: http://www.rma.usda.gov/livestock/. Whether or not coops see value in

providing price risk management or forwarding contracting options remains to be seen. The stakes are

much bigger these days for uncertain prices.

It is also clear that price transmission and transparency back to the farm level is a major long-term

problem. There is near unanimity on dissatisfaction with the current order structure, but no one agrees

as to what changes are needed. Just as an indicator that there is nothing new in dairy policy circles,

even supply management has returned to life. As an organization we have pretty strong policy on this

one – “We oppose a mandatory supply management program.”

Maybe it is time to take a look in the mirror and say that each time a layer of regulated pricing has

been added, producers have been worse off because they do not get timely or accurate information.

The numbers don’t lie…
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We have seen some very recent market rallies (within the past few days), but it is too soon to tell

whether these are sustained gains. This suspicion is reinforced by USDA’s latest Cold Storage report

showing the U.S. dairy industry with a significant supply of product. Through June 30, U.S. cheese

holdings are at 971.5 million pounds, up almost 70 million pounds from June 2008. The government is

still holding 275.9 million pounds of non-fat dry milk; it has not yet finalized the movement of 200

million pounds to feeding programs. One reason to think this is not a false start however is that the U.S. dairy industry finally saw a retraction in cow numbers and milk production in June. The top twenty milk producing

states milked 8.44 million cows compared to 8.5 million last June. June milk production dropped by 0.1% from June 2008 levels coming in at 14.7 million pounds. This is a major change from the May 2009 production figures that exceeded May 2008 levels by 0.5%. Some of this should certainly be credited to CWT. However, it

took much too long to reach these declines in supply – even with strong replacements and good weather. The chart below shows that high daily milk production, likely driven by production per cow,

is keeping daily milk production strong.

CME cheese prices have firmed somewhat. Recent cheddar block prices have been in the $1.21 per

pound range, while cheddar barrels closed at $1.18. These are the highest prices the cheese market has

seen since mid-April. More importantly, these are plus ten-cent gains from mid-July. Butter is

showing modest strength, with spot butter prices averaging around $1.26. Extra grade non-fat dry milk

has been relatively steady at $0.875 per pound since the end of May.

USDA announced the August Class I mover at $10.04 – down $0.22 from July’s advanced price.

According to USDA’s Economic Research Service, the Class III milk (cheese) price is expected to

average $10.45 to $10.75 for 2009, while the 2009 all-milk price will average $11.85 to $12.15 per cwt

with modest recoveries in 2010.
