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The Agricultural Act of 2014 (AA2014) was signed into
law on February 7. The essence of the new dairy safety net
began with the formation of a task force to rewrite dairy
policy created by the National Milk Producers Federation
in June 2009. Its plan included a “margin insurance” pro-
gram that is little altered in the new Margin Protection Plan
(MPP) for dairy producers, and which is the centerpiece of
the new farm bill’s dairy subtitle. It also contained a Dairy
Market Stabilization Plan (DMSP) that would become the
focal point for controversy and fierce political debate and
maneuvering literally up to the final moments of agreeing
to the Conference Committee compromise that became
the new farm bill.

Over two months of hard-fought and even bitter confer-
ence debate, the dairy title remained a sticking point. Liter-
ally last-minute efforts were made to come up with alterna-
tives that found some political solutions that didnt involve a
DMSP. In the end, a kind of demand stimulation program
was added instead of domestic supply controls. This is called
the Dairy Product Donation Program (DPDP).

The dairy provisions are explained in some detail be-
low. Readers are cautioned that there are aspects of the new
dairy programs that cannot be fully explained until the
U.S. Department of Agriculture (USDA) completes the
process of writing regulations that interpret the legislative

language of AA2014.

Connections to the Previous Farm Bill

The dairy provisions of AA2014 were first and foremost
intended to replace the safety net provisions of existing
law. The Dairy Product Price Support Program (DPPSP)

was terminated immediately, though the permanent Dairy
Price Support Program contained in the 1949 Agricultural
Act was retained but suspended for the duration of the new
farm bill. The Milk Income Loss Contract (MILC) of the
2008 farm bill will be terminated once the new Margin
Protection Program (MPP) becomes operational or on
September 1, 2014, whichever is earlier. And, finally, the
Dairy Export Incentive Program (DEIP) was immediate-
ly terminated. The DPPSP and DEIP were seldom-used
programs and the industry won't feel their loss. However,
MILC was active as a counter-cyclical payment program
for dairy producers over its life.

Specific Other Authorities from The 2008 Farm Bill
Continue

The dairy forward pricing program remains. This program
allows non-cooperative buyers of milk who are regulated un-
der Federal Milk Marketing Orders (FMMO) to offer farm-
ers forward pricing on Class II, III, or IV milk instead of
paying the minimum FMMO blend price for pooled milk.

The dairy indemnity program also persists. This pro-
gram potentially provides payments to dairy producers in
the unlikely event that a public regulatory agency directs
them to remove their raw milk from the commercial mar-
ket because it has been contaminated by pesticides, nuclear
radiation or fallout, or toxic substances and chemical resi-
dues other than pesticides.

Certain other provisions to augment the development
of export markets under the National Dairy Promotion
and Research Program are retained. The authority to pro-
mulgate a FMMO that covers the state of California, and
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could allow it to retain its current
quota plan, is reinstated if a legiti-
mate hearing request is made.

The New Safety Net

The farm bill creates a new safety net
for dairy producers. A new Margin
Protection Plan (MPP) is offered
to producers. However, they must
choose between the new MPP or the
Livestock Gross Margin for Dairy
(LGM-D) that has been available for
several years. Producers cannot par-
ticipate in LGM-D after enrolling in
the new MPP program.

The new MPP contains several
basic elements that combine to de-
termine how, when, and how much

in payments dairy farmers can re-
ceive in periods of financial stress.
The Actual Dairy Production Margin
(ADPM) is determined as the differ-
ence between the national average
price for all milk and the cost of three
feeds that represent the bulk of feed
purchased for dairy cattle—corn,
soybean meal, and alfalfa hay. The
feed costs are intended to represent
90% of the dairy ration that would
be consistent with recommended
nutrition to produce 100 pounds
(cwt.) of milk including the dairy
cow and the herd complement of
dry cows, hospital cows, and young
stock at average U.S. milk yield per
cow. The ADPM will be calculated

Figure 1: Historic Actual Dairy Production Margin
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Table 1: Margin Protection Program Coverage Level and Premium Cost

Coverage Discounted
Value in Premium Premium Premium
Slewtof PH| =4MIbs. | =4 Mlbs.
marketings PH PH =4 M Ibs. PH
(Slcwt) (Slcwt) ($/cwt)
$4.00 $0.00 $0.00 $0.00
$4.50 $0.01 $0.01 $0.02
$5.00 $0.03 $0.02 $0.04
$5.50 $0.04 $0.03 $0.10
$6.00 $0.06 $0.04 $0.16
$6.50 $0.09 $0.07 $0.29
$7.00 $0.22 $0.16 $0.83
§7.50 $0.30 $0.23 $1.06
$8.00 $0.48 $0.48 $1.36
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monthly but, for almost all applica-
tions in the Act, triggering events are
based on a two-month average for
consecutive pairs of months in the
calendar year, i.e. January/February,
March/April, May/June, and so on.

The MPP functions as an insur-
ance program where the degree of pro-
tection is chosen by individual pro-
ducers who pay a premium cost. They
will receive an indemnity payment if
the two-month average ADPM falls
below their chosen level of protec-
tion. The MPP does not guarantee
an individual producer’s margin. It is
assumed that each producer’s margin
will vary in a way that correlates with
the national calculation.

Every participating farm will have
production history that will be used
to determine total premium payments
and total indemnities. That history
will be the highest annual marketings
in the three preceding years: 2011,
2012, or 2013. New entrants, hav-
ing less than one year of history, will
be able to choose one of two ways to
extrapolate their available production
history to a 12-month equivalent. In
subsequent years the production his-
tory will be adjusted to reflect any
increase in the national average milk
production.

Once a year, producers will be
able to choose the percentage of their
production history they wish to cover
and at what margin level. Produc-
ers may choose to cover no less that
25% of their production history,
no more than 90%, or points in be-
tween in 5% intervals. Farmers may
elect ADPM coverage in 50¢/cwt.
increments from $4.00 to $8.00/cwt.
The quantity of milk covered at the
selected ADPM coverage will deter-
mine the total annual premium cost.
Participants must pay an annual ad-
ministrative fee of $100.

Premiums are structured at a lower
cost for the first 4 million pounds per
year of production history and at a
higher level for amounts of production
history covered in excess of 4 million



pounds. In addition, premiums for
the first 4 million pounds, up to but
not including the $8.00 coverage, will
be discounted by 25% for sign-ups in
2014 and 2015. This is to encourage
participation in the program, especial-
ly by smaller-scale farmers.

Operations  whose  production
history exceeds 4 million pounds of
milk would be charged the lower rate
on the first 4 million pounds and
the higher rate on amounts above
that level. Once this value is deter-
mined, the base percentage that they
elected—25% to 90%—is applied
to determine the total premium due.
In other words, for larger farms, the
premium is pro-rated in accordance
with their total production history
compared to the 4-million-pound
cutoff point. For example, a farm
whose production history is 6 million
pounds per year and that chooses to
cover 50% of its milk would be cov-
ering 3 million pounds of milk pro-
duction, i.e., less than 4 million, but
the premium would be calculated as 2
million pounds at the lower rate and
1 million pounds at the higher rate.

Conditions that will trigger an
indemnity payment are calculated in
two-month intervals. The calendar
year is divided into six periods con-
sisting of consecutive pairs of months:
January/February, March/April, May/
June, July/August, September/Octo-
ber, and November/December. When
an indemnity is triggered, producers
will receive a compensating payment
on the qualifying amount of milk.

Although the Act does not specify
a “marketing year” for the MPD, one
could assume that USDA will plan
it as a fiscal-year program, as was the
case for MILC. However, there are
several places in the farm bill’s lan-
guage which refer to a calendar year
and USDA may conclude that to be
the Congressional intent for the mar-
keting year.
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The Dairy Product Donation
Program (DPDP)

At any time that the ADPH is be-
low $4/cwt. in each of two successive
months, the Secretary of Agriculture
must announce and implement the
DPDP. Under this program, the Sec-
retary must:

e DPurchase dairy products for dona-
tions to food banks or other pro-
grams that provide food assistance
to individuals in low-income

groups.

e “Distribute but not store” the
dairy products purchased.

* Do so “immediately” and at “mar-
ket prices.”

e Consult with “public and private
nonprofit organizations organized
to feed low-income populations”
to “determine the types and quanti-
ties of dairy products to purchase.”

e Terminate the DPDP whenever
one of a set of exit conditions
exists.

The program provides an arguably
good use for dairy products, but its
potential impact on demand and
price is not entirely clear. One basic
question is how often this program
will trigger. The $4 action trigger rep-
resents a very low margin. Since 2000,
there have only been 10 months, lim-
ited to two years, when the new mar-
gin has hit that level or lower.

The bill has entry and exit rules
for when the donation program op-
erates, but there is no quantity or
performance target as to how aggres-
sively the program should operate. It
is entirely possible that the program
could be too anemic to have much
impact on market prices.

Another fundamental question is
whether or not the end-users of do-
nated products would have purchased
them on commercial markets anyway.
To the extent that these donations are
going to programs that have limited
resources and continuously unmet
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needs, it is not unreasonable to spec-
ulate that commercial displacement
will be minimal.

Issues and Challenges

While the new dairy title was de-
signed in good faith and with great
attention to detail, there are still
many issues that will not be addressed
until USDA finishes writing the im-
plementation regulations. After the
MPP has been in operation, some
unintended consequences may still
occur. Some of those are:

e AA2014 states that by no later
than September 1, 2014, “the Sec-
retary shall establish and adminis-
ter a margin protection program
for dairy producers...”. However,
speculation is already occurring
about whether USDA will be able
to make this deadline.

 In future years, the date of sign-up
relative to the new year is uncer-
tain, but it is a point of some con-
cern and discussion among ana-
lysts and advocates over what this
separation should be. The MILC
program offered a sign-up period
that basically was two weeks in ad-
vance of the effective date. There
is a concern that allowing dairy
farmers to elect coverage close to
the start-up date will create a kind
of adverse selection problem in
which futures markets informa-
tion about Class III milk, corn,
and soybean meal contracts avail-
able prior to sign-up will make
it fairly easy for dairy farmers to
make annual coverage decisions
that ensure a maximum indem-
nity at 2 minimal premium cost.

e While market conditions may
rapidly change, MPP premiums
never do. The upside of this pro-
vision is that the MPP can serve
as a protection against protracted
low-margin periods that cannot
be managed using the Chicago
Mercantile Exchange futures and



options contracts. A possible ad-
verse side effect is the crowding
out of private risk markets by
subsidized, government-provided
margin insurance.

e The MPP provisions may inadver-
tently result in a policy framework
that gives advantage to “lumpy”
over “incremental” growth at the
farm level. As described eatlier,
insurable production at any single
location is determined by a com-
bination of the historical milk
production over 2011-13 and the
subsequent growth in national
milk per cow. However, producers
who choose to grow their business
by building a brand new, separate
dairy operation at a new location
would likely be able to enroll that
operation in the program under
the provisions governing “new
entrants.”

Concluding Thoughts

The dairy subtitle of the new AA2014
offers a total revamping of the safety
nets that have been in place for the
dairy sector going back to the middle

4 CHOICES

of the 20th century. The MPP might
be considered a variation of the coun-
ter-cyclical payments (MILC) that
began in 2002, but it is notably dif-
ferent in two important ways. First,
it substitutes Milk Income Over Feed
Costs for farm milk prices as the
measure by which we economically
evaluate market conditions and sup-
port dairy farms. Second, it does not
restrict eligibility for the program by
farm size. Larger farms have to pay
a higher premium, but they are not
categorically limited in participation.

The DPDP uses the mechanics of
the old Dairy Price Support Program
to purchase dairy products, but it re-
ally does so as an extension of exist-
ing programs that allow USDA to
purchase dairy products on behalf of
a variety of food assistance programs.

Advocates of a new approach ar-
gued that the limitations of existing
programs were vividly revealed dur-
ing the horrible economic events
of 2009, and repeated for different
reasons in 2012. Hence, they ar-
gued, bold new programs are needed.
Whether the new programs proposed
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will prove to be the answer farmers
seek is something that will be debated
and estimated, but we won’t really
know unless and until they are tried.
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