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FEFLA-R914580) 5o HIEHREOFR#1220084E 1 H 1 HIZ
Q) fAIFHER LR IOEEY 5 BIEME XDIFS T S, 201245 8 A31H
I E CHEMN (16.94 KV 100K I Tl HPRL LMK A37.35 FVIZERE &
Y F) BEESIN TR fRMiigAs NAHH, 20124 9 HUREIZ 2 o FLHE7)s
—EKREZBZ D6, TOEEITILT 950 FviZHI & EiFeoh s, EtESIZ T
TEHBIEENLZ EE L5720 BARK FEICN T,
STEHI (B FJIL/%3100K> R)
a b c d e f
AMEAHIEE | LAREAH | ., KRS HSR ]
B R i 2 48 4 mxmAmi |FERERER | o) xfte
20094 7H 16.94 7.35 7.1785714 16.9400000 13.51 1.5435000
2009% 6 R 16.94 7.35 78141786 17.4214195 13.33 1.8411388
b>cnifs Iffe () = (BEME @ —7FX1 (e)) X045
b<cMiBs BBHEIEME (d) = (GPHEAME ) AIREEME () —1) X045X BEME ) +BEEME ()
Zfte () = GERSERME 4 —75X1 () X045
(&R ALICT S > b > 3B EHZERITIC & 2
%1 MILCIC & 23 WEMDERE & -FAlE
Month Trigger Class [ Payment
9-Jan $17.96 $18.99 NA
9-Feb $17.29 $13.97 $1.49
9-Mar $17.15 $12.68 $2.01
9-Apr $17.09 $13.61 $1.57
9-May $17.48 $14.22 $1.47
9-Jun $17.42 $13.33 $1.84
9-Jul $16.94 $13.51 $1.54
9-Aug $16.94 $13.29 $1.64
9-Sep $16.94 $14.18 $1.24
9-Oct $16.94 $15.60 $0.60
9-Nov $16.94 $16.11 $0.37
9-Dec $16.94 $17.24 NA
10-Jan $16.94 $18.28 NA
10-Feb $16.94 $18.09 NA
10-Mar $16.94 $17.59 NA
10-Apr $16.94 $16.47 $0.21
10-May $16.94 $17.05 NA
10-Jun $16.94 $18.22 NA
10-Jul $16.94 $18.95 NA
10-Aug $16.94 $18.77 NA

(&#}) Cornell Program on Dairy Markets and Policy.
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DFFICOWTIX, ALIC [FHEDOEH] 2010
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21.3%123# LT 5 (http:/future.aae.wisc.
edualliance 2012 MILC_full.pdf) o
MILC% &7 RE DRI L 5T
FE R OREIRMA T CYGE L e o722
Eh 5, USDAIZ20094E 8 H 1 HA 51031
H ¥ CTARMBOEAMEZT]E LIF72135
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K2 KEOHEAMS EEREREBRDHERE

(B i BAH KNIV
2000 2002 2003 2004 2005

#BEAMS 16,802.6 14,4131 9,637.3 6,950.0 11,628.9 12,937.6
FREREECR 5,070.4 4,483.3 6,304.8 4,736.8 4,662.5 5,149.3
MR 4,377.5 4,483.2 4,508.9 4,515.1 4,646.1 4,793.6

A FLURABKREZR 672.6 — 1,795.5 221.7 9.1 351.6
KEZEIE 20.3 — — — 7 4
SR EERAE 0 0.1 0.4 0.6 0.3 0.1
FREMEERRDES 30% 31% 65% 68% 40% 40%
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(&*¥H) http//linalic.gojp/alic/week/2007/oct/788ushtm
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Incentive program) [IZ X 5ZINTH D, Hl 23 FEEM i A B &I DEIPER 4 72171
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KJL/cwt KV cwt KL/ cwt % M. kg M. kg M./ kg
N E 12.83 3.15 15.98 44 34 8 42
AP 12.83 3.10 15.93 69 34 8 42
FL 12.83 4.00 16.83 88 34 11 45
SE 12.83 3.10 15.93 65 34 8 42
ME 12.83 2.00 14.83 47 34 5 39
UMW 12.83 1.80 14.63 17 34 5 39
C 12.83 2.00 14.83 30 34 5 39
SW 12.83 3.00 15.83 46 34 8 42
AL 12.83 1.90 14.73 31 34 5 39
W 12.83 2.35 15.18 25 34 6 40
PNW 12.83 1.90 14.73 31 34 5 39
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The Milk Income Loss Contract (MILC) was
reauthorized in the 2008 Farm Bill. How do you
evaluate this? Is it OK or should it be terminat-
ed, and why? Will this type policy generate the
Moral Hazard problem? In addition, it was modi-
fied from its previous incarnation in three
ways - (1) it includes an adjustor to the trigger
price based on the cost of feed, (2) it raises the
percentage of payment from 34% to 45%, and (3)
it increased the annual production cap from 2.4
million pounds of milk to 2.985 million pounds.
How do you evaluate this modification? Is (1)
effective to mitigate farmers' losses caused by
higher feed prices? What is the meaning of 45%?
The MILC was originally introduced as deficien-
cy payments for fluid milk. So, 45% is the fluid
share at Boston. Do farmers recognize this? Or,
are farmers criticizing that the cover rate (45%)
is too low? Is (3) effective for larger farmers?

[EZ]

1. Skip Hardie (B§EFK. 1,120 cows)

I believe the MILC is a “band aid” policy. It is
helping the US dairy industry get through a dif-
ficult time. The feed price adjuster is appropri-
ate. That is part of the reason why we are in the
predicament we are in. Raising the payment
level to almost 3 million pounds was a step in
the right direction,but way to small an adjust-
ment. I believe that very few US dairy farmers
realize that the MILC was originally introduced
as a deficiency payment for fluid milk. And even
fewer realize the significance of the 45% figure.
Most of the criticism of the MILC stems from
the fact that it advantages a smaller producer.
This was very evident during our recent dairy
financial meltdown in 2009. There was much
more financial stress on larger dairies, as the
MILC helped smaller ones weather the storm.

2. Harry Kaiser (32— %)V K¥P#H#R)
My overall view of the MILC is that it is a second
best policy. Being an economist, I would favor
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getting rid of this subsidy by gradually phasing
it out. However, if you are going to have govern-
ment intervention in the market, a target price
deficiency payment program like MILC is better
than a dairy price support program.

MILC is a targeted benefits program, which tar-
gets the small and less efficient producers.
There are actually some farms in the U.S. that
produce more than the cap, 2.9 million pounds, in
a single day. These farms certainly do not bene-
fit much from MILC. On the other hand, there
are also farms whose entire profits for the year
are from the MILC program, and these farms
would not stay in business if not for the MILC
program. The upshot of this is that the MILC is
simply slowing, but not totally mitigating, the
trend towards fewer, but larger farms. That is,
the MILC is a “save the family or small farm”
type of program. However, even in the long run,
this trend towards fewer, but larger farms will
continue.

Does this program generate moral hazard? Yes
it does in that it keeps some dairy farms in busi-
ness which the market would not keep in busi-
ness. Looking at the payments in 2009, which
were over $1 billion in subsidies, indicate that
there still are some marginal farms left in the
market. This program also causes over-produc-
tion, and even lower market prices because it
keeps farms in business and creates incentives
for existing farms to over-produce. Adding the
feed price adjuster and upping the percentage
from 34% to 45% will only make this worse and
more expensive for the government in times of
low prices.

The original 34% and $16.94 was put in the legis-
lation to insure that Northeast dairy farmers
would not be worse off because of the abolish-
ment of the Northeast Dairy Compact (NEDC). In
essence, the original MILC was a nationalized
version of the NEDC. The 34% was equivalent to
fluid utilization in the Northeast, and $16.94 was
the Class I target price in Boston. Increasing
34% to 45% was purely a political decision, and it



was made during record high milk prices so law-
makers were not concentrating on how this
would affect government costs. However, when
prices fell dramatically, the increase from 34 to
45% had a major impact on increasing costs, but
also helped many farmers in times of very low
prices. So depending on your political point of
view, this was seen as either desirable (because
it saved farms) or undesirable (because it cost the
government a lot of money).

Small farmers (and states with small farmers,
e.g., Wisconsin) are more favorable to MILC
than large farmers (and states with large farms
such as California). My view is the dairy industry
needs to wean itself off of these welfare pro-
grams, and become more market oriented and
efficient.

3. Andrew Novakovic (2 —% )V KZH#%)

As you recall, the MILC program began as a
kind of nationalized version of the old NE Dairy
Compact. Senator Leahy of Vermont pushed this
program when he recognized that Congress
would not reauthorize the Compact. It also
helped that agricultural policy in general was
shifting to countercyclical payments. With this
Compact background, MILC took on an unusual
structure compared to other CCPs.

Although that legacy still shapes the basic parame-
ters of the program, I think it is fair to say that US
dairy farmers see it as simply a CCP, perhaps with
a somewhat odd trigger (the Boston price), but
I'm quite sure that, outside of New England any-
way, there is scant recognition that the payout
rate (e.g, 45%) has anything to do with Class I
utilization.

As a practical matter, the payout rate and the
limit on the payment base is adjusted entirely to
reflect how much money Congress thinks is avail-
able and would be used over the budget cycle of
the bill. A 10-year budget is required when pass-
ing a bill like the Farm Bill, but Congress knows
that it will redo the Bill in 5 years. Hence, they
will use estimated “savings” in the second five

years to offset the higher cost of the first five
years, knowing full well that the second five
years will be changed anyway. It is for this rea-
son that the 2008 bill had the odd switching on
the payment rate and payment cap. The bottom
line is that the agriculture committees wanted to
give dairy farmers as much money as the
Congressional budget would allow.

The addition of a feed cost adjuster, of course,
derives from the experience of high feed prices
as a result of high petroleum prices and associat-
ed high corn prices. Although 2009 will be
remembered for the terrible and typically nega-
tive returns dairy farmers had because input
prices were high and milk prices were low, in
2007 and 2008 we also had the experience of
tight margins. In earlier 2007, as milk prices
were rising, feed prices were especially high and
margins were bad. With this in mind, some bright
minds in Northeast cooperatives recognized that
one could have high milk prices and still lose
money. The feed cost adjuster was a way to help
with that problem. In 2009 we learned that the
adjuster was not as aggressive as farmers proba-
bly would have preferred had they a chance to
change it, but the MILC payments in 2009 were
very significant. The total dollars spent for MILC
were comparable to historical years in which
Dairy Price Support Expenditures were very
large. Of course, the market price effect of a dol-
lar spent on DPSP is far greater than the effect of
MILC on average gross returns, but it is a lot of
taxpayer dollars regardless.

Although the payment cap was raised, it is still a
serious limitation for the large and very large
farmers that increasingly dominate the US milk
supply. MILC has become quite popular with
smaller sized farms, across the US. However, it
is regularly criticized by larger farms. This is a
part of the reason why NMPF has proposed
abolishing MILC in favor of a net revenue type
insurance program that would have no limits on
farm size.

The possibility of moral hazard is theoretically



plausible, but as a practical matter I'm not sure
we would find much evidence that dairy farmers
have modified their behavior towards risky
actions because of MILC. Although it is not
entirely resonant with received theory, I believe
that dairy farmers have a production plan and
stick to it without a lot of regard to price risk
(which is the primary risk they face and the
risk MILC addresses). I am sure that the small-
er farms, those that qualify for full or nearly full
coverage of the production by MILC, recognize
full well that they have significantly less price
risk, but I also don't think that these farmers
are, in general, taking advantage of that reduced
risk by over-investing in their facilities, unless
one considers staying in business as an over-
investment. The farms that are taking on a risk
when doing a large expansion are not farms who
benefit much from MILC.

4. Chuck Nicholson (2 — )V RK¥BEEIIZEH)
The Milk Income Loss Contract (MILC) was
reauthorized in the 2008 Farm Bill. How do you
evaluate this? Is it OK or should it be terminated,
and why?

The MILC program has been a reasonably impor-
tant component helping farmers through the diffi-
cult low price, high feed cost period from late 2008
to early 2010 in the US. Its income transfers have
been important for some farmers, although less so
for large farmers and at some considerable cost to
the US government. As the discussions for the 2012
Farm Bill begin, one proposal is to eliminate MILC
and replace it with what is called a “margin pro-
tection” plan (proposed by the National Milk
Producers Federation). However, the program pro-
posed to replace it has some similarities with MILC,
in that it would make deficiency-type payments to
producers on a given proportion of all milk (that is,
with no cap on the amount of milk that can receive
the payments) when margins are less than a spe-
cific trigger value.

Will this type policy generate the Moral Hazard
problem?

I think that the Moral Hazard effects per se of
the MILC program will be small, in part because
it does not fully compensate producers for low
milk prices. It does, however, delay price recov-
ery over time because it provides support that
will slow down farm exits or herd adjustment
decisions.

In addition, it was modified from its previous
incarnation in three ways : (1) it includes an
adjustor to the trigger price based on the cost of
feed, (2) it raises the percentage of payment
from 34% to 45%, and (3) it increased the annu-
al production cap from 2.4 million pounds of milk
to 2.985 million pounds. How do you evaluate
this modification?

All of these modifications were designed to make
the program has a larger effect for a larger num-
ber of farmers. I have not specifically analyzed
the size of the impact on either dairy farm prof-
itability or market impacts, but we should expect
higher incomes and somewhat slower price
recovery from low prices with the modifications
compared to the previous programs.

Is (1) effective to mitigate farmers' losses
caused by higher feed prices? What is the mean-
ing of 45%? The MILC was originally introduced
as deficiency payments for fluid milk. So, 45% is
the fluid share at Boston.

The 45%, as you note, approximates the share of
Class I (fluid) milk in the Northeastern US,
which reflects the origins of the MILC as com-
pensation for the ending of the Northeast
Interstate Dairy Compact, which set minimum
Class I prices for fluid milk in six New England
states above those specified under the area's fed-
eral milk marketing orders during the late 1990s.

Do farmers recognize this? Or, are farmers criti-
cizing that the cover rate (45%) is too low? Is
(3) effective for larger farmers?

I have not heard of farmers criticizing the 45%
rate, although the more recent proposals for



margin protection such as the one I mentioned
above may imply a criticism of both the coverage
and the cap, because they raise coverage to 90%
and eliminate the cap. Larger farmers, in general,
are less well supported by (and supportive of)
MILC because of the production limits (which
imply that only farms with cows of less than
about 150 cows) and its impacts on prices.

5. Donald Blayney (USDA, ERS)

As to whether the program is OK, I do not have
a particular position. We tend to let the politi-
cians wrangle about what is appropriate or not,
then analyze the potential outcomes. As you
noted, the MILCprogram was changed in the
2008 farm Bill in some significant ways. I do not
know a lot about the Moral hazard issue but my
sense is that these programs are contracts that
are entered into based on the eligibility of the
producer based on production history, not pro-
duction potential. Given that I do not think pro-
ducers could game the program once in it.

In the “old” version, only one program parame-
ter was variable—the announced Class I price at
Boston. Under the new version, more parame-
ters can, but may not necessarily vary—the tar-
get price AND the announced Class I price at

Boston. The target price only moves up from
$16.94 when the feed price adjustor comes into
play. That adjustment factor is a little complicat-
ed to calculate and I would suggest looking at
the FSA fact sheet to see how it works at

http ://www. fsa. usda. gov/FSA/newsReleases?
area=newsroomé&subject=landing&topic=pfs&ne
wstype=prfactsheet&type=detail&item=pf 2008
1219_insup_en_milc2008. html

This fact sheet also has examples and links to
other relevant sites related to the program.

The 45 percent in the current program is the
amount of the difference between the target
price (adjusted or not) and the Class I price at
Boston that is used to calculate the MILC pay-
ment rate—it does not really have anything
directly to do with the fluid share of milk in the
Boston market.

Raising the cap eligible for payment was likely
the way to keep more small producers in busi-
ness. Based on current output per cow data for
2009, 2.985 million pounds is the output of about
145 cows whereas the lower cap would imply a
herd of 115 or 116. I have not seen much related
to any criticism by producers of the MILC pro-
gram as it stands.
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