|

7/ “““\\\ A ECO" SEARCH

% // RESEARCH IN AGRICULTURAL & APPLIED ECONOMICS

The World’s Largest Open Access Agricultural & Applied Economics Digital Library

This document is discoverable and free to researchers across the
globe due to the work of AgEcon Search.

Help ensure our sustainability.

Give to AgEcon Search

AgEcon Search
http://ageconsearch.umn.edu
aesearch@umn.edu

Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only.
No other use, including posting to another Internet site, is permitted without permission from the copyright
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C.


https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
http://ageconsearch.umn.edu/
mailto:aesearch@umn.edu

£ By e B e
ER de . g o=
B Bt g A )' -L‘ v'v"'a

%
December 1988 T AE Ext 88-29

The U.S. Dairy

Situation and Outlook

by

Andrew M. Novakovic and Maura Keniston

Department of Agricultural Economics

New York State College of Agriculture and Life Sciences

A Statutory Cokiege of the State University
Cornell University, ithaca, New York 14853



it is the policy of Cornell University actively to suppor! equality
of educational and employment opportunity. No person shall be
denied admission to ony educofional program or octivity or be
denied employment on the basis of any legally prohibited dis-
crimination involving, but not limited to, such foctors as race,
color, creed, religion, national or ethnic origin, sex, age or
handicap. The University is committed to the maintenance of
affirmative action programs which will assure the continuation
of such equality of opportunity.



THE U.S. DATRY SITUATION AND OUTLOOK'

Andrew M. Novakovic and Maura Keniston
Department of Agricultural Economics
Cornell University
Ithaca, New York 14853

December 1988

Milk Supplies

For the first four months of 1988 milk production was 2% to 3% above the
Dairy Termination Program (DTP) affected first third of 1987. The middle of 1988
brought the worst widespread drought since the 1930s and production growth slowed
to less than 1% above year earlier levels. Drought relief came to much of the
country by August or September and production rebounded to about a 2% growth.
This is illustrated in Figure 1. In contrast to the mood last summer, in this
rollercoaster year
the ups ended

ahead of the U.S. QUARTERLY MILK PRODUCT ION
downs. Milk pro-
duction for the 40

year is estimated

to exceed 1987 by = TSSA ?§§§
almost 2% or 2.8

billicon pounds, as
shown in Table 1. os
If one adjusts for
the fact that 1988 20 -
was a leap year,

the estimated

‘15—/
increase is

reduced to 1.7%. 10

Nationally, 7 ///
milk production
pPer cow in 1988 is 1 It i v
about 3% or 400 GUARTER
pounds  per cow ) rees B3] nses
higher than 1987.
When  this is Figure 1
adjusted for leap
year, the gain is actually more like 2.6%; quite a bit less than the 4% gain
achieved in 1987. Cow numbers are down about 0.9% or 91,000 cows, much less than
the buyout affected reduction in 1987.

HILLION BOUNDS

‘additional copies of this publication (A.E. Ext. 88-29) may be requested
from the authors at the address indicated at the top of the paper. The authors
are indebted to Walt Wasserman for contributions to the forecasts.
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Tabie 2

Milk Production, Top States and U.S.
Year to Year Changes, 1988 vs. 1987

First Second Third
State Quarter Quarter Quarter
Wisconsin 6% D% 1%
California 4% 5% 2%
New York 2% -2% -1%
Minnesota 3s -2% 0%
Pennsylvania 1% -1% 0%
Michigan 2% -1% -1%
Texas 13% 13% 13s
Chio i% -1% 0%
Washington 6% 2% 5%
JTowa 0% Ly 8%
Vermont 1% 4% -3%
U.s. 4% 1% 2%

Most states followed the national up-down-up pattern of national production;
however there were important regional differences, as shown in Table 2. Through
October 1988, Texas production has increased 12%, hardly showing any slowing in
its rapid growth. California grew 2% in the third quarter of 1988 compared to
a 4% growth in the first quarter, but it is still up between 3% to 4% for the
first 9 months of 1988. Wisconsin, the nation's largest milk producer, was
sharply affected by the summer drought, but its production began increasing again
in the Fall. For the first 9 months of 1988, Wisconsin production is up over
2%, about the national average. Other Midwestern states started out with slower
growth than Wisconsin and tended to be more drought affected as well. Iowa,
Missouri, and Illinois are curious exceptions. All three states are showing more
growth in 1988 than they have for many years. The Northeast was less affected
by the drought than the Midwest, yet production is down from Pennsylvania through
New England. On a monthly basis, the only major milk producing states that are
still below year earlier levels in October are New York, Michigan, and Vermont.

Milk Utilization

In a remarkable departure from the considerable increases experienced since
1983, commercial disappearance (or sales) of dairy products have been running
below year earlier levels through the third quarter of 1988. This is in part
because fourth quarter 1987 was a very poor guarter; most analysts are still
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expecting 1988 to end up above 1987. Our estimate of an annual gain of 0.7%
reduces to 0.4% when adjusted for leap year; this means per capita dairy product
disappearance is down for only the second time during the 1980s. The annual
total is shown in Table 1; quarterly differences between 1988 and 1987 are
illustrated in Figure 2.

U.S. QUARTERLY COMMERCIAL DISAPPEARANCE
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Figure 2

Growth in cheese consumption, particularly Italian cheeses, is still wvery
good, but sales of butter have fallen dramatically. The most remarkable story
this year is for nonfat dry milk. During most of the 1980s, as much as 75% of
the nonfat dry milk produced in the U.S5. was sold to the government. This year,
lower world production, higher world prices, a cheaper dollar, lower U.S. prices,
and some concerns over Chernobyl-tainted European powder have combined to make
U.S. nonfat dry milk competitive on world markets.

These very different changes on a product by product basis are probably
not reflected very well in the milk equivalent, total commercial disappearance
figure. Total disappearance is calculated on a fats-basis; the decline in total
is very much affected by the decline in butter, and nonfat dry milk has no impact
whatsoever, No matter how it's sliced, after four years of incredibly good
increases, this was a mediocre year for dairy sales in total.

Price Support Program

With production increasing faster than consumption, net removals under the
price support program are estimated to be up by about one-third, ending the year
close to 9 billion pounds (m.e.), (Table 1). This represents about 6% of the
milk produced in the U.S., compared to 4% in 1987. Although still well below
net removals during the rest of the 1980s, net removals at this level are still
too high to take the budget and political pressure off of dairy programs.
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It also appears that, if the Disaster Assistance Act of 1988 had not
eliminated the possibility, the support price would surely have been reduced on
January 1, 1989. As it is, the amended Food Security Act of 1985 now holds the
support price for milk at $10.60 through March, 1989. From April through May
it will increase to $11.10. In June it returns to $10.60. On January 1, 1990,
the support price will once again be subject to review and a possible 50¢
reduction, if net removals for 1990 are projected to exceed 5 billion pounds.

Milk Prices

Figure 3 illustrates the relationship between the support price and the
Minnesota-Wisceonsin or M-W price {(both are for manufacturing grade milk at 2.5%
butterfat). The figure shows how the M-W fell below the support price in 1980
in response to a budding surplus and a CCC make-allowance that has not changed
since 1979. The M-W stayed below support until tighter supplies caused by the
Milk Diversion Program pulled the M-W up in Fall 1984, The Dairy Termination
Program had a similar effect in Fall 1986 and 1987. Following the buyout, the
M-W appeared to be headed below support again, but the drought began to pull the
M-W above support in July 1988, Since June 1988 the M-W has risen $1.89, from
$10.34 to $12.23 in November 1988. This is the highest the M-W has reached since
January 1985. Given the lower M-W price early in 1988, for the year the M-W will
still average 20¢ below 1987,
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Figure 3

As shown in Table 3, national average farm milk prices in 1988 are estimated
to be almost 40¢ below last year. If assessments are included, the effective
average price of all milk in 1988 is actually down 25¢/cwt.
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Wholesale prices for butter followed the CCC purchase price down. But
wholesale prices for cheddar cheese and nonfat dry milk were held to year earlier
levels despite drops in CCC purchase prices. As indicated earlier, butter sales
were very poor this year, but good domestic markets for cheese and very pgood
export markets for nonfat dry milk held wholesale prices above purchase prices.

Although the differences are closer than in previous years, retall prices
of dairy products are estimated to have increased less than the general rate of
inflation for consumer products. All dairy product prices are estimated to
average about 2% over 1987, Fluid whole milk, like all food prices, are
estimated to be up about 5% in 1988, which is less than a half percent below the
expected increase in the general Consumer Price Index.

The 1989 Outlcok - Policy

Barring new legislation, there will be almost no changes in dairy programs
in 1989. The current support price of $10.60 (3.67% fat) will be increased 50¢
for the three months of April, May, and June, 1989. It is likely to be dropped
to $10.10 on January 1, 1990. The real question is what will come out of the
many policy discussions that are taking place and which touch every major dairy
program.

The Food Security Act of 1985 is scheduled to expire at the end of 199%0.
Apparently what seemed like a good idea to Congress in 1985 does not look like
such a good idea now. With 1990 Congressional elections affecting several key
agriculture committee positions in the Senate and everybody in the House, the
prevailing sentiment today is to not wait for 1990 before changing agricultural
policy, including dairy. The possibilities range from a simple extension of
current provisions through 1991 to having a full scale debate and new policy in
1989. One might guess that unless legislative leaders tightly hold discussion
to a simple extension, the Pandora's Box of policy options will once again burst
open. As before, discussions will range from triggered price support cuts to
mandatory production quotas and many points in between.

In addition to dairy price support policy, federal milk marketing orders
and dairy import quotas are also part of the policy uncertainty.

Long festering concerns related to differences in federal order prices
across regions, even greater disparities introduced in the Food Security Act,
and counter-reactions to suggestions that the price support program be
"regionalized" have resulted in calls by Midwestern critics for changes in
federal orders. Recent reports by the U.S. Government Accounting Office and the
U.S. Department of Agriculture have generally added some fuel to the fires.
Proposed changes are spoken of in terms of reconstituted milk, order mergers,
and class I differentials, but when it is all boiled down the issue is why should
farmers in the North Central area have lower blend prices than farmers in other
parts of the country, most notably the South and Northeast? 0f particular
concern to the Midwest is the combination of high prices, large farms, and rapid
production growth in Texas and other parts of the South.

Dairy import quotas are also the subject of discussion because the U.5. is
in the middle of the so-called Uruguay Round of multilateral trade negotiations
under the General Agreement on Tariffs and Trade. As with earlier rounds, dairy
quotas stand out as an exception to the philesophy and rules of the GATT. There
is much pressure from other countries and within the U.5. to sacrifice dairy



8

import quotas in order to gain concessions that would be to the advantage of
other milk producing countries or other U.S. industries. Dalry import quotas
will be staunchly defended by the U.S. dairy industry, which has successfully
blunted forces for change in the past. Even the most ardent U.S. free-traders
will not give up dairy product quotas without exacting major changes from other
countries. Changes being discussed in the Uruguay Round focus on extensive
changes in domestic support policies as well as trade policies. Such changes
will not come easily and may not be made at all; yet there is a strong desire
on the part of all GATT participants to do something.

Where all these many and varied discussions will eventually lead and when
one change or another will be made is anybody’s guess right now. In any case,
it seems rather unlikely that any changes would be enacted before late 1989 at
the earliest.

The 1989 Qutlook - The Market

As shown in Table 1, production per cow is expected to push milk production
up less than 1% or about 1 billion pounds, despite a projected decline in cow
numbers. Higher feed prices and somewhat shorter supplies of corn and hay, may
hold down production per cow increases socmewhat, but expectations would still
point to improvements in production per cow only a little off the recent trend,
Changes in total cow numbers will depend in part on the number of dairy farmers
going out of business relative to new entrants, but they may be more affected
by heavier culling and/or fewer additions to herds in the first half of the year,
while feed is still tight. Lower numbers of replacement heifers are part of the
lirit on new additions to dairy herds,

Perhaps it is too easy to just extend the most recent annual trend, but it
is hard to see why commercial disappearance in 19289 should be much different
from what it is in 1988. The projection of a 0.7% increase next year is closer
to a 1% increase if one allows for the fact that 1988 is a leap vyear.

Factors that may be contributing to the current demand situation and future
slower growth include the following points. Although retail dairy product prices
continue to increase at a slower rate than other food prices or consumer prices
in general, retail prices may be less favorable next year than they have been.
This should be a relatively short lived factor because farm prices are expected
to decline from current peak levels,

General business economists have been predicting a recession for several
months. Although the economy has remained remarkably strong, a downturn in the
economic cycle seems iInevitsble. A recession would hold back dairy sales
somewhat and is thus another short term dark cloud on the horizon.

Another factor important to prior increases, dairy product premotion, may
simply be playing out. Large amounts of new farmer funding began flowing to
existing and new promotion programs in 1984 and 1985, The same annual funding
cannot be expected to fuel major increases in sales forever. Now, increases in
total funds depend on increases in farm milk marketings, which means slow growth
in funding. Future promotion-induced sales growth will have to come from better
programs and better use of the available dollars; it is unlikely that it will
come from a big increase in total dollars.
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Dietary and health issues relative to dairy cholesterol and saturated fats
have been dogging the dairy industry for years now. The current decline in the
usage of cream and butterfat at the wholesale level may be reflecting a resurgent
consumer shift to lower fat dairy foods and non-dairy substitutes. The recent
development and marketing of fat reduced cheeses may be an important contributing
factor now, and more so in the future. Shifting to lower fat dairy foods, as
opposed to substitutes, can mean profitable markets and healthy sales increases;
however it leaves the industry with the vexing problem of what to do with surplus
cream. Given that national market statistics are done on a fat based milk
equivalent, national trends in commercial disappearance over the next few years
may look worse than the underlying product data would indicate.

In addition, strong sales of nonfat dry milk, lower fat cheeses, and the
like will help hold up wholesale and farm prices more than the gross commercial
disappearance figures would suggest. Possible changes in the M-W for 1989 are
indicated in Figure 3. Dairy market analysts generally agree that current high
prices will weaken through Spring 1989 and should be lower in Fall 1989 than in
1988. Beyond that there are considerable differences in monthly forecasts. The
range shown in Figure 3 reflects possible high and low forecasts.

With these projected changes in production and commercial disappearance,
net removals of dairy products under the price support program would be near 9
billion pounds, about the same as 1988. Obviously, net removals could be lower,
but it seems unlikely that they will fall below 5 billion pounds, the current
magic number for the maximum desired level of net removals.

In a nutshell, the annual averages and totals for 1989 are projected to
look very similar to 1988. One important difference may be changes within the
year. For dairy farmers, 1988 ends on an up-tick -- consumption is picking up,
markets are led by demand, price support sales to the government are trivial,
the drought is over, feed prices are a little lower than their peak, and basic
milk prices are the highest they’ve been in two years. The end of 1989 may
reverse much of this, Assuming a more normal crop year, feed prices may
moderate some late next year, but milk prices will likely be pointing down again.
Net removals won't add up much differently but the impression is likely to bhe
that they are building rather than decreasing. Another year of flat sales gains
will sound a lot worse than it does now.




