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Production

As time goes by it is becoming very difficult to project what is going to happen in the dairy industry in the U.S. and the World.  Changing consumer preferences due to economic gains, exposure to other cultures, and new health information is forcing food suppliers to be ever vigilant in developing and delivering new products that consumers want.  On the supply side dairy producers are changing the way that they do business and I am not sure that the dairy industry as a whole really understands what impact that is going to have on milk and dairy product production in the future.

The easier of the two equations to understand and project is the production side due to the information available from USDA.  Although, with the latest Milk Production report some are questioning the accuracy of USDA information due to the large revisions in milk cow numbers in New York and Wisconsin.  No matter what you think of USDA’s information the trends impacting milk production in the U.S. are well established.  We have a one way supply curve for milk production.  Milk prices go up, milk production goes up.  Milk prices go down, milk production goes up.  The amount milk production goes up varies, but as demonstrated the past two years the higher the milk price goes up the higher milk production will go up.  Unfortunately, that also causes milk prices to go way down and the milk production gains to slow down, but not enough to push production into negatives for more than one year.  Since 1970 milk cow numbers have went from 12.0 million head to 9.154 million in 1998, only to rebound to 9.210 million head in 2000.  Offsetting the decrease in cow numbers has been the increased productivity in each milk cow.  Since 1970 milk per cow has went from 9,753 pounds to 18,204 pounds.  As a result total milk production has went from 117.0 billion pounds in 1970 to 167.7 billion pounds last year.

There is no question that milk production will continue to grow and possibly grow at faster rates than we have seen the past two decades.  I am anticipating production to slow down in 2001 to around 1.0% on a daily basis and on a volume basis it could be below 2000’s production level.  At this point I believe cow numbers will return to the long term trend and be lower than 2000, while milk per cow will increase, but not at the pace seen the past two years.

Farm Numbers

Dairy farm numbers as reported by the American Farm Bureau Federation will drop below 80,000 in 2001.  The trend in farm numbers is also well established and that trend is downward.  While the linear trend would suggest around 20,000 dairy farms 10 years from now, which is possible.  I believe that dairy farm numbers will stabilize between 30,000 and 50,000.  Where the number actually ends up will depend a lot on how future policy decisions impact the smaller dairy producer.

Consumption

Can the U.S. consumer keep up with the productivity gains on the farm?  They can if food manufacturers continue to provide consumers with the products they want and it probably needs to go beyond the commodities that the U.S. dairy industry is famous for.  Just because the food item is good for you doesn’t mean that consumers are going to buy it.  Currently the dairy industry is riding consumers desire and habit of eating out.  While this has negatively impacted fluid milk sales, sales of cheese, butter and cream have more than enough to offset less milk sold in the bottle. Since 1970 commercial use of milk on a total solids basis has increased from 110.7 billion pounds to an estimated 160.0 billion pounds in 2000.  My estimate for 2000 could be high due to the revisions in the Annual Cold Storage report released February 21st.  Commercial use should continue to increase, but probably not at the pace set the past two years.  But, it could be enough to push prices higher with tighter milk supplies and certain products will probably in short supply during specific periods of the year.  If the consumer’s habit of eating out is broken due to a sluggish economy the dairy industry will be in for another trying year.

Cold Storage

Cold storage has been a sore point for some in the industry for the past two years.  First in 1999 there was the large revision in cheese stocks, as I believe USDA added a warehouse to the surveyed participants that had been omitted for some reason.  Many believe that this cause the market to abruptly drop in late August 1999, but the steam had ran out of the market before that and the stocks report was an easy target to blame.  In June 2000 the same situation happened with butter only the Chicago Mercantile Exchange (CME) took the brunt of the blame instead of USDA, although USDA did adjust their reported butter stocks for the first four months in the annual revision.  The one common item about both stocks reports is that the industry, or their contracted representatives, reports the information voluntarily to USDA and the CME.  So whose fault was that the revisions occurred?  There are two ways to look at the revisions in the annual stocks report, if there were no additional warehouses added.  Either production was much higher than initially thought or commercial use was not as strong as earlier thought.  Only time will tell which item is revised, but I would put my money on lower commercial use due to lower milk production.

Prices

Looks like we will be in for a double peak in 2001 as the cheese market has increased sooner than anticipated.  Even though the increase looks tenuous at best.  Anticipated milk production increases later in the spring will probably put pressure on cheese prices, but butter prices will be immune.  Not matter how you look at it 2001 will be a better price year than 2000 with the Class III milk price averaging close to $11.00 per cwt. after averaging $9.74 per cwt. in 2000.  With butter prices starting off stronger in 2001 than 2000 the Class IV milk price will also average above 2001, but by a larger amount than Class III.  I am projecting an average Class IV milk price of $13.70 per cwt., $1.87 per cwt. higher than 2000.  Block cheese prices will move back above $1.2000 per pound to $1.2472 per pound, while butter prices will increase to $1.5687 per pound.  Nonfat dry milk prices will stay stagnant just above the support level at $1.0109 per pound.  At this point I am not factoring in any change in the tilt between butter and powder.  Producer prices over the course of the Outlook will trend towards the Class III milk prices as the amount of milk in cheese continues to increase.  This places into question the strategy of placing most milk price enhancements onto Class I milk.

Policy Issues and Trends

Although we are here to talk about the outlook for the dairy industry, no Dairy Outlook would be complete without addressing policy and trends that could change the present forecasts.  If anything else it will give all of us in the industry some food for thought about which direction the industry is going.

Structural change - Dairy producers themselves could throw out everyone’s projections with a change in the structure of how milk is produced.  While this might not set well with those championing smaller farms, the dairy industry is on its way to the same structure as the pork industry.  Now I do not mean the same ownership structure, but the same production structure.  Many dairy producers have decided that they are going to be involved in milk production and are going to do what it takes to stay in the business.  This means looking at the milk price versus the income needed to survive and adding enough cows to make a go of it and at a minimum shipping a tanker load of milk every day or every other day.  The change in production structure along with improvements in genetics, not to mention cloning, and management could place the U.S. on the cusp of huge productivity gains.  At this point in time we have not yet determined what the optimum size is for a dairy farm.  Some say the only limiting factor is the distance between the cow and the milking parlor.  If that is the case even larger dairy farms will become the norm and drive production costs down even further.  

Larger cheese manufacturing plants are also affecting the structure of the industry.  New capacity according to the Kansas City Market Administrators office is estimated to add 4.4 pounds of cheese per capita by the end of 2002, while FAPRI is forecasting less than 4.0 pounds of gain in the next 10 years.  Even if the time table is delayed on the production increase that is still more cheese than the U.S. consumer can handle in such a short time.  Will smaller plants be forced out?  Will we have enough milk, approximately the annual production of Minnesota, to handle the additional capacity?

Feed grains and oilseeds programs - Currently, the Federal farm policy favors the production of large quantities feedstuffs, except forages.  The current policy has keep the largest input cost for dairy producers low for an extended period and helped with profitability.  Barring a major change in farm programs, or weather related event, dairy producers should enjoy low input costs for sometime.  The one concern is the lack of incentive to produce hay based forages.  Now if enough corn producers are convinced that corn silage is a profitable crop, and it is, this should not be a problem.  But if the dairy industry has to rely on alfalfa for forage there could be limits on the amount of milk production increases over the next few years.

Federal orders and California state order – Any changes in either of these programs will have an impact on the outlook of the dairy industry.  Although, it is uncertain how long the nation can go on without the leading dairy state under the umbrella of the Federal program or vice versa.  

Butterfat – Demand is good and supplies are tight.  Makes for a positive market, except that I would believe users would start to look for more economical alternatives if this continues to be the supply/demand situation.  Other fat sources probably do not provide the taste and functionality that dairy based fats do.  But, the U.S. is not the only producers of dairy based fat.  How long is it before users that have the capability to import dairy based fat start to do so on a regular basis to avoid the large price spikes that have occurred in the U.S. the past few years?  Even paying more on a regular basis to avoid the spikes.  What, if any, push will be made in future trade agreements to alleviate the supply problem?  Instead of cheese plants, maybe we should be looking at building butter/powder plants instead.

Dairy proteins – Imports of milk protein are probably displacing domestic skim solids in numerous food products.  Will this continue and at what pace?  What can be done under WTO to address the situation?  Is the issue functionality or price, or both?  Some way the U.S. dairy industry will need to come to grips with this because it apparently is a product that our customers are using and are going to continue to use.

Mandatory price and inventory reporting - This seems to fall into the category of “Be careful what you wish for because you might just get it”.  With the unknown comes opportunity and if everyone knows everything there probably won’t be as many opportunities for dairy producers positively, or negatively, impact their milk prices through forward marketing. 

Compacts – This will probably be on the front burner this year and either the current compact gets extended and the southern states are allowed to form a compact or it does not get done and this is last we hear of them for a while.  Compacts will put the industry on the road to supply management, voluntary or otherwise, especially if the states that are part of the effort in the south are granted a compact.  It has been demonstrated that higher prices will spur milk production and states like Kansas, Oklahoma, Nebraska, and Texas are primed to take advantage of the higher Class I milk price the compact would provide.

Support program, recourse loan program, and/or LDP’s – The support program is scheduled to be retired at the end of the year and the recourse loan program goes into affect.  Congress will probably look to extend the price support program due the tremendous impact it has on a majority of dairy producers today.  National Milk Producers Federation has put forth a proposal that would provide more direct assistance to dairy producers, but not eliminate the price support program.  Whether the industry can agree on anything remains to be seen.

Contracting, Futures and Options – These new old tools will become more prevalent as the decade goes by.  The main impact on the Outlook will be in the All milk price forecast.  There will probably start to be some disparity as producers lock in prices that are not aligned with announced monthly milk prices.

All in all it stacks up to be an exciting year for the industry, as is always the case.  But it sure makes it hard to forecast though.  Long term the dairy industry will continue to grow driven by producers and companies that are continually pushing the envelope on efficiency.  This push for efficiency will not only help keep a lid on long-term future milk and dairy product prices, but also help spur continued growth in demand for inexpensive, functional, and nutritional dairy foods.

